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case has shown that UNS Electric has to refinance all of

its debt, approximately $60 million of debt, in August of

2008?

A. Yes. And the company has requested additional

authority for additional financing, and Staff has

recommended that that be granted subject to some

safeguards. That's addressed in Staff witness Iggie's

testimony.

Q. And you're also aware that UNS Electric has a

full requirements power supply agreement with Pinnacle

West Capital Corporation that expires at the end of

May 31, 2008; correct?

A. Correct.

Q. Are you aware of any other Arizona electric

utility that has had to replace a full requirements

contract and refinance all of its debt within a couple of

months of each other?

A. No.

Q. Do you understand that in replacing the Pinnacle

West full requirements contract that UNS Electric will

need to procure up to 450 megawatts of peak capacity?

A. That's what the company has stated, and that

appears to be what their documentation shows. So yes, I

have accepted that.

Q- All right.

UNS Electric / Rates
E-04204A-06-0783

9/21/2007
Vol. VII
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Phoenix, Az

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center



2



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

I
I
I
I 6

7

8

9

) DOCKET no. G-04204A-06-783

10

11

12

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)

13

14

15
Re butta l Te s timony of

16
Kenton C. Grant

17

18

19
on Be ha lf of

20

I
I
I

21
UNS  Ele ctric, Inc.

22

23
August 14, 2007

24

25

26I
I

27

5



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

I
I
I

EXHIBIT

KCG-10



o
*r
o3 "
* o

§`S
la'
ILIQ..

>
o
c

ncnmm
5,5 <c°Q~.*QI..~o>mom
68 1-E O

8
of
1 -

<r

8N
et
N

33ID
qoN

L vo o o

8

*g'Qc2q
1-w-v'

LL
x
m

| -

uicvidoi

o o oo o  o

898
Io vs

w- 1- O)

ease

<0 co lo
' u N of N 8
8 'a
U) o.6 o
3

D

U)
c
.9

18<

_ea
8
8
49
c
8'
8
'a:

8=
c

E o
,_;u>--c
b e
1%
Lu-o
y><
Z m

E
o
m

o

4-o
c :

__~

8398°f=1<°
of of-o-4 . .

o...
cy
M
C
.g(0
-5
S!o.1.)
a
2
m
oQ.

8

3
8
in|-

8a
20.
23o
D.
E
o
o

VSc
.Qr :
3
<...c
_W
0.
"6
75o
o
3
8
u.
E
cc
<

' o

as

Q..

g
»'=
cm
m
o
o

' C

8
,,_,l~
"Q.Qc*o'>
08

_ $$8
884333§899"8
$04

*ll

_m
n .
Ia-
o

8
IU
Q

§

'U
m

. 5
u .
"5
:1

g
<

.988
o4-1
a>en
8
s .o
E

,E
a>
w

z 3 .s

§ 388
s

l~ >-

1§
: a

8

J
I

8
8
9x.E

88
m a
Ll-E°.8<
85
28
u-as

8(0u.
¢̀/7o
o
8
.8
lL
"6

§as>'c4:
a

3

QQ 8egg
8<1>">

932
8-82
!.U..1</J



Q

'T
(D
g o N

: 28
:E 8
>< m
u.l D.

N

S n
o

| -

of
m
lD_
~<rr '

we
o

_
1*
m
'Q
o>
cf:

3N
Qo69

enM
sqnor~
'1
v -vs

o 8 I sz I

.cu
5
w

U
E

U> 1"

,_ ~.
N
v '

mo
Q

o
1 -
u -
T '

o
e a

IO
Q

Se
as
5
o

m
c

ID
sov '
m
<9

Q -
of r-ofN

Qoea

<~'>
go
<4
l ~
U)
co
h e

'U
'u

(0
c
.Q
s:
3
<

3g
8E
8

*L
1-
m
et
co1-

.9r:

<

E
o
V u
w

o

x..
w

ID
in
Q
O
' r -

<0o(0
qo
e n

or?
l~
r\
619

3
D

w._ of
g <4C N
0)
jg
Ia
m
re

m
w-
et
W'
v '
I:
an
N

'U
c
m
411
c

.EE
D.

.2
,g
8

5
8
i i

3
6£ 5
¢5°w

'69
2 %
u.l

m

p a
E
8
m

u
' o
c
IU

| -
m
E
o
m
5
o

§
~'»=

E 3 <4 1'of o
qlquf
r~ of asG! N 1-
as v- or
1 0 v- q
www

w
m

c
a>
>
ea

as

1 :
Eu

93
_g
£2 3

o
*"
>o
c
.9
.Q
'4-a
o
m
3
5
>
a>
nr

V)m
3
83'
q)c
Md)

'E
898
_>_Q

* *

_go
D.
4 -
o

- Ho
m
D.
§

EQ
.z
'5
D
'83

<

210
8
.E

.c
E

I 8
Q;
m
CO
8
o

.E

a>
g)

8
23

E

'8
8

10
m x
U \.

6 8
,_ >~
m vo

2

3 8
8 8 Too to

S
3
g
*JS
Jo

8o'5 as

LE 8 o
m y
we

m

E
' a
w

UJ

|..
ll)
D .
m
m
: >

x

EJcc
<
E
a>w

8
E

v>
<0

8,

.: 8.z :
I . :as a>D. >m o
ea M
3 _
as 83 c
re 2
g, 5

g 8;
> GJ
< 8
x E

8

E
:
c
c
<
o
i t*

0
m
av
8
o
E

u.
c

"ESG) o
8 4a>E1ia»
2535
5.15



EXHIBIT

I
KCG-11



Exhibit KCG-11
Page 1 of 2

Growth Rates Experienced by Arizona Utilities

Southwest Gas Corporation

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,138
$1,278
$1 ,360
$1,459
$1,581
$1,686
$1 ,826
$2,034
$2,176
$2,338
$2,489
$2,568

985,043
1,044,506
1,104,060
1,162,831
1,224,770
1 ,289,104
1,348,970
1,407,286
1 ,467,752
1,550,509
1 ,645,004
1 ,745,125

$1 ,155
$1 ,224
$1 ,232
$1,255
$1,291
$1 ,308
$1,354
$1 ,445
$1 ,483
$1.507
$1,513
$1 ,529

Compound Annual
Growth Rate
(1995 Q 2006)

8.1% 5.3% 2.6%

Absolute Growth
Over Last s Years
(2003 , 2006)

22.6% 18.9% 3.1%

Arizona Public Service Company

Net Plan!
($ Millions) Customers

Investment per
Customer

1995
1995
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$4,547
$4,655
$4,578
$4,731
$4,753
$4.910
$5,059
$5,888
$6,070
$6,258
$7,525
$7,827

704,993
737,504
756,531
796,410
826,935
884,990
892,805
921,251
953,251
989,502

1 .033,423
1 ,07/,191

$61592
$6.312
$6,103
$5,940
$5,748
$5.678
$5,665
$5,389
$6,358
$6,324
$7,282
$7,280

Compound Annual
Growth Rate
(1995 - 2005)

4.9% 3.9% 0.9%

Absolute Growth
Over Last a Years
(2003 - 2006)

28.9% 12.8% 14.3%



Exhibit KCG-11
Page 2 of 2

Growth Rates Experienced by Arizona Utilities

Tucson Electric Power Company

I Net Plant
($ Millions) Customers

lnvestrnent per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,125
$1 .117
$1,116
$1.114
$1,293
$1,298
$1,299
$1,480
$1,506
$1,538
$1,818
$1,681

302,517
310,950
316.895
324,866
334,137
342,914
350,938
359,372
367,239
375.532
384,898
392,477

$3.719
$3,592
$3,522
$3.429
$3,869
$3,785
$3,701
$4.118
$4,101
$4,096
$4.199
$4,283

Compound Annual
Growth Rate
(1995 - 2006)

3.7% 2.4% 1 .3%

Absolute Growth
Over Last 3 Years
(2003 .. 2006)

11.6% 6.9% 4.4%

UNS Electric, Inc.

Investment per
Customer

2003
2004
2005
2008
2007 Fest.
2008 Fest.
2009 Fest.

Net Plant
($ Millions)

$93
$108
$127
$157
$183
$209
$234

Customers
81,146
85,464
89-103
92,917
98.210

103,822
110,314

$1,147
$1,210
$1,427
$1,690
$1.868
$2,013
$2,121

Confound Annual
Growth Rates
2003-2006
2006-2009 Fcsi.

19.0%
14.2%

4.6%
5.9%

13.8%
7.9%

Absolute Growth
2003-2006
2006-2009 Fest.

68.6%
49.0%

14.5%
18.7%

47.3%
25.5%
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Dec. 2009 (Forecast) $234 110,314 $2,121

% Change 2003-2006 68.6% 14.5% 47.3%

% Change 2006-2009 49.0% 18.7% 25.5%

How does this growth compare with the growth experienced by other major Arizona

u tilitie s ?

It is  s ubs ta ntia lly highe r. As  ma y be  s e e n in Exhibit KCG-11, ove r the  pa s t thre e  ye a rs

(2003 through 2006) the  growth in ne t pla nt inve s tme nt on a  pe r-cus tome r ba s is  wa s  3.1%

for S outhwe s t Ga s  Corpora tion, 14.3% for Arizona  P ublic S e rvice  Compa ny a nd 4.4% for

Tucs on Ele ctric  P owe r Compa ny. Additiona lly, UNS  Ele c tric 's  ra te  of growth  is  e ve n

highe r tha n tha t e xpe rie nce d by its  s is te r compa ny UNS  Ga s , Inc . ("UNS  Ga s "), which

expe rienced growth of 19.1% in ne t plant inves tment on a  pe r-cus tomer bas is  ove r the  pas t

three  years .

Have the m ajor  credi t  rat ing agencies com m ented on the im pact  of  growth and

regulatory lag on regulated utilities?

Yes. All of the  major credit ra ting agencies  (Moody's , S tandard & Poor's  and Fitch) have

1

2

3

4

5

6 Q .

7

8 A.

9

1 0

11

1 2

13

1 4

1 5

16 Q.

1 7

1 8 A.

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

comme nte d on the  ne e d for time ly cos t re cove ry in ra te s  a nd the  impa ct of la rge  ca pita l

s pe nding re quire me nts  on re gula te d utilitie s . For e xa mple , in Nove mbe r 2006 S ta nda rd &

P oor's  pub lis he d  a  re port title d  "Re gu la to ry Rulings , M&A a nd  Fue l Cos t Re c ove ry

Domina te  Globa l Utilitie s  Cre dit Environme nt." In tha t re port, S ta nda rd & P oor's  ma ke s  a

s pe cific re fe re nce  to the  ra te  re cognition of CWIP  a s  a  me a ns  of s upporting utility cre dit

ra tings :

"With few exceptions , regula tory outcomes  have  supported re la tive ly
s trong cre dit cha ra cte ris tics  for the  u tility indus try. Howe ve r,
pros pe ctive ly, re gula tors  will be  a ddre s s ing la rge  ba s e -ra te  re lie f
reques ts  re la ted to new gene ra ting capacity additions , environmenta l

1 6
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Dec. 2009 (Forecast) $234 110,314 $2,121

% Change 2003-2006 68.6% 14.5% 47.3%

% Change 2006-2009 49.0% 18.7% 25.5%

Q. How does this growth compare with the growth expenlenced by other major Arizona

u tilitie s ?

It is  s ubs ta ntia lly highe r. As  ma y be  s e e n in Exhibit KCG-11, ove r the  pa s t thre e  ye a rs

(2003 through 2006) the  growth in ne t pla nt inve s tme nt on a  pe r-cus tome r ba s is  wa s  3.1%

for S outhwe s t Ga s  Corpora tion, 14.3% for Arizona  P ublic S e rvice  Compa ny a nd 4.4% for

Tucs on Ele c tric  P owe r Compa ny. Additiona lly, UNS  Ele c tric 's  ra te  of growth  is  e ve n

highe r tha n tha t e xpe rie nce d by its  s is te r compa ny UNS  Ga s , Inc . ("UNS  Ga s "), which

expe rienced growth of 19.1% in ne t plant inves tment on a  pe r-cus tomer bas is  ove r the  pas t

three  years .

Have the major credit rating agencies commented on the impact of growth and

1

2

3

4

5

6

7

8 A.

9

10

11

12

13

14

1 5

16 Q.

17

18 A.

1 9

20

21

22

23

24

25

26

27

regula tory lag  on  regula ted  u tilitie s ?

Ye s . All of the  ma jor cre dit ra ting a ge ncie s  (Moody's , S ta nda rd & P oor's  a nd Fitch) ha ve

comme nte d on the  ne e d for time ly cos t re cove ry in ra te s  a nd the  impa ct of la rge  ca pita l

s pe nding re quire me nts  on re gula te d utilitie s . For e xa mple , in Nove mbe r 2006 S ta nda rd &

P oor's  pub lis he d  a  re port title d  "Re gu la to ry Ru lings ,  M&A a nd  Fue l Cos t Re c ove ry

Domina te  Globa l Utilitie s  Cre dit Environme nt." In tha t re port, S ta nda rd & P oor's  ma ke s  a

s pe cific re fe re nce  to the  ra te  re cognition of CWIP  a s  a  me a ns  of s upporting utility cre dit

ra tings :

"With few exceptions , regula tory outcomes  have  supported re la tive ly
s trong cre dit cha ra cte ris tics  for the  utility indus try. Howe ve r,
pros pe ctive ly, re gula tors  will be  a ddre s s ing la rge  ba s e -ra te  re lie f
reques ts  re la ted to new gene ra ting capacity additions , environmenta l

16





1

2

BEFORE THE ARIZONA CORPORATION COMMISSION

3

4

5

6

COMMISSIONERS
JEFF HATCH-MILLER- CHAIRMAN
WILLIAM A. MUNDELL
MIKE GLEASON
KRISTIN K. MAYES
BARRY WONG

7

8

9

10

11

12

IN THE MATTER OF THE AP P LICATION OF
UNS ELECTRIC, INC. FOR THE
ES TABLIS HMENT OF J US T AND
REAS ONABLE RATES  AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS  OPERATIONS
THROUGHOUT THE S TATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

) DOCKET no. G-04204A-06-
)
)
)
)
)
)
)
)
)
)

13

14

15

16 Direct Tes timony of

17

18
Kenton C. Grant

19

20 on Beha lf of

I
I
I
I
I
I
I
I
I
I
I
I
I 21

22 UNS Electric, Inc.

23

24 December 15, 2006

25

26I
I

27



to am the  11.8% ROE recommended in this  proceeding, the  level of ra te  re lief sought by

the  Company should enable  it to access  additiona l capita l on more  reasonable  te rms .

Additionally, requested changes in the  Company's  PPFAC should provide  UNS Electric

with s tability in its  ea rnings  and cash flow a fte r the  power supply contract with PWCC

expires. Considered in its  entire ty, the Company's ra te  request appears to be sufficient to

support the  financia l integrity of UNS Electric. However, if the  reques ted leve l of ca sh

ra te  re lie f is  ma te ria lly reduced, or if the  PPFAC mechanism does  not a llow for time ly

recovery of power supply costs, then a higher ROE would be warranted.

x. RATE BASE TREATMENT OF CONSTRUCTION WORK-IN-PROGRESS.

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Q. Is  it neces s ary to  include CWIP in ra te  bas e  in order to  s upport the  financial

integrity of UNS Electric?

Ye s , it is . UNS Electric will continue  to be  dependent on outs ide  capita l for the

foreseeable future in order to fund system growth and capital improvements. As reflected

in the  bottom chart on page  2 of Exhibit KCG-9, the  Company's  capita liza tion is

projected to grow by 84% over the next four years, from $115 million at year-end 2005 to

an estimated $212 million in 2009. This growth rate will be even higher if additional

generating facilities are acquired by the Company, as discussed in the Direct Testimony

of Michael J . DeConcini. UNS Electric will need to attract new outside lenders and

additional equity capital in order to fund system growth and to refinance the Company's

existing long-term notes. For UNS Electric to attract this capital on reasonable terms, the

Company must have an opportunity to earn a reasonable rate of return on its capital and

have a financial profile comparable to that of other firms in the industry.

As re flected in the  Company's  ra te  applica tion, ra te  base  trea tment of the  $10.8 million

te s t ye a r CWIP  ba la nce  provide s  UNS  Ele ctric with a pproxima te ly $2.1 million in

additional annual revenues. Denial of this requested rate  treatment would have a  material

A.
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Net Cash Flow as % of Capital Expenditures
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Base Case Financial Forecast
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FFO InterestCoverage
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1 Q.

2

Do you be lieve  it is  neces s a ry to  inc lude  CWIP in  ra te  bas e  in  order to  pres e rve  the

financia l integrity of UNS Elec tric?

Yes , I do. As  I discussed in my Direct Tes timony on pages  27 through 28, the  ability of

UNS Electric to earn a  reasonable  ra te  of re turn on its  invested capita l and to genera te  a

he a lthy le ve l of inte rna l ca sh flow is  e s se ntia l if the  Compa ny is  to ma inta in continue d

access to capital on reasonable terms.

3

4

5

6

7

8

9

10

11

12

13

14

Q. On pa ge s  16 through 17 of he r Dire ct Te s timony, Ms . Dia z Corte z s ta te s  tha t "...the

Compa ny's  growth a rgume nt is  without me rit a s  growth ha s  a  pos itive  e ffe ct on the

Compa ny, ge ne ra ting  more  re ve nue  a nd  ca s h  flow." Do  yo u  a g re e  with  th is

s ta tement?

No, I do not. While  it is  true  tha t growth does  genera te  additiona l revenue , and tha t over

the  long-run this  growth will gene ra te  additiona l ca sh flow, Ms. Diaz Cortez ignore s  the

fact tha t over the  short-run the  Company's  earnings and cash flow are  adverse ly affected

by high cus tome r growth. Me e ting this  growth re quire s  subs ta ntia l ca pita l inve s tme nt,

curre ntly a t a  le ve l fa r e xce e ding the  Compa ny's  inte rna l ca s h flow. This  a dditiona l

inves tment crea tes  additiona l fixed cos ts  tha t UNS Electric must bea r, including inte res t

expense, depreciation expense and property taxes. Because of these additional costs, and

the  re gula tory la g re sulting from the  use  of a n his torica l te s t ye a r a nd a  ye a r-long ra te

review process, the Company's near-term earnings and cash flow are adversely affected by

high customer growth.

Q. Can you provide an example showing the financial impact of customer growth and

regulatory lag on UNS Electric?

15

16

17

18

19

20

21

22

23

24

25

26

27

A. Ye s . In orde r to e va lua te  the  fina ncia l impa ct of growth, we  e xa mine d the  growth in

customers  and ne t plant investment during the  year ending June  30, 2007, the  12-month

period immediately following the test year ending June 30, 2006.

A.

A.
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Ha s  the  Compa ny's  fina ncia l condition improve d s ince  UniS ource  Ene rgy a cquire d

the  e le ctric utility ope ra tions  from Citize ns  Communica tions  Compa ny ("Citize ns ")

in 2003?

The  Company's  financia l condition has  improved in ce rta in re spects  but weakened in

other respects . On the  pos itive  s ide , the  Compa ny's  e quity ra tio  (e quity / to ta l

capita liza tion) has  improved from 36% in August of 2003 to 49% a t the  end of the  te s t

year. This  has  been accomplished through the  re tention of 100% of annual earnings a t

UNS  Ele ctric a nd a dditiona l e quity contributions  of $14 million ma de  by UniS ource

Energy. The  Company's  short-te rm liquidity was a lso s ignificantly enhanced through the

e s tablishment of a  revolving credit fa cility, sha red with UNS Gas , which was  recently

expanded to $60 million (pending Commiss ion approva l in Docke t No. E-04204A-06

0493). As amended, this  facility would a llow e ithe r UNS Electric or UNS Gas to borrow

a  ma ximum of $45 million unde r the  fa cility a t a ny give n time . Howe ve r, s ince  the

acquisition was completed, the  Company's  ne t cash How has declined significantly. The

following table  highlights  the  some of the  key financia l results  from 2004 and 2005, the

firs t two fisca l yea rs  following the  acquis ition, and forecas ted financia l re sults  for 2006

and 2007

($000s)

Net Income

2004 Actual 2005 Actual 2006 Fcst 2007 Fcst

$4.338

11.2%

$4.994

1 I .0%

$3

6.8%

$1

2.5%Return on Avg. Equity

Operating Cash Flow (a)

Capital Expenditures (b)

Net Cash Flow [(a) - (b)]

$18.558

3519.005

($447)

$20,537

$29.951

($9,414)

$10,346

$39,280

($28,934)

$42,864

($31,131)
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Are  th e  d eb t o b lig a tio n s  o f UNS  Elec tric  ra ted  b y th e  ma jo r c red it ra tin g  ag en c ie s ?

No. Cre dit ra tings  a s s igne d by Moody's , S ta nda rd & P oor's  a nd Fitch we re  not re quire d

by the  le nde rs  to  UNS  Ele c tric .  Howe ve r,  the  le nde rs  who purcha s e d  $60  m illion  of

long -te rm  no te s  from  UNS  E le c tric  in  2003  d id  re qu ire  a  ra ting  from  the  Na tiona l

As s ocia tion of Ins ura nce  Commis s ione rs  ("NAIC"). The  ra ting a s s igne d to the s e  note s

wa s  NAIC-3, which is  roughly e quiva le nt to a  spe cula tive -gra de  cre dit ra ting of Ba  from

Moody's  or BB from  S ta nda rd & P oor's  or F itch. This  ra ting wa s  one  gra de  lowe r tha n

th e  NAIC -2  in v e s tm e n t-g ra d e  ra tin g  a s s ig n e d  to  UNS  G a s . Th e  p rim a ry fa c to r

contributing to a  lowe r ra ting a t UNS  Ele ctric  wa s  the  proje cte d ga p be twe e n ope ra ting

ca s h flows  a nd ca pita l s pe nding ne e ds . As  a  re s ult of this  lowe r ra ting, the  long-te rm

note s  is s ue d by UNS  Ele ctric  ca rry a  highe r inte re s t ra te  of 7.61% a nd ha ve  a  s horte r

five -ye a r te rm re la tive  to the  note s  is s ue d by UNS  Ga s , which ca rry a n inte re s t ra te  of

6.23% and have  an ave rage  te rm often yea rs .

If UNS  E le c tric  we re  to  s e e k c re d it ra tings  from  the  m a jo r c re d it ra ting  a ge nc ie s ,

wo u ld th e  Co mp an y's  d eb t o b lig a tio n s  b e  ra ted  in ves tmen t gra de ?

No, it is  highly unlike ly tha t UNS  Ele ctric would re ce ive  inve s tme nt gra de  cre dit ra tings

a t this  time . Although the  Compa ny ha s  a  he a lthy mix of de bt a nd e quity ca pita l, UNS

Ele c tric 's  ca s h flow a nd e a rnings  a re  both fore ca s te d to  de c line  s ignifica ntly through

2007. Until the  Com pa ny re ce ive s  a de qua te  ra te  re lie f, a nd a dditiona l re s ource s  a re

procure d to me e t re ta il loa d in 2008 a nd be yond, it would be  pre ma ture  for UNS  Ele ctric

to a pproa ch the  ra ting a ge ncie s  with a n e xpe cta tion of re ce iving inve s tme nt gra de  cre dit

ra tings .

1 Q .

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15 Q .

16

17 A.

18

19

20

21

22

23

24

25 Q .

26 A.

27

How does UNS Electric's financial condition compare with other electric utilities?

The  Com pa ny's  11.0% re turn on a ve ra ge  com m on e quity in  2005 wa s  com pa ra ble  to

ave rage  re turns  for the  industry. On a  composite  bas is , the  ave rage  annua l re turn on
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to earn the 11.8% ROE recommended in this proceeding, the level of rate  relief sought by

the  Company should enable  it to access  additiona l capita l on more  reasonable  te rms

Additiona lly, requested changes in the  Company's  PPFAC should provide  UNS Electric

with s tability in its  ea rnings  and cash flow a fte r the  power supply contract with PWCC

expires. Considered in its  entire ty, the  Company's ra te  request appears to be sufficient to

support the  financia l integrity of UNS Electric. However, if the  reques ted leve l of ca sh

ra te  re lie f is  ma te ria lly reduced, or if the  PPFAC mechanism does  not a llow for time ly

recovery of power supply costs, then a  higher ROE would be warranted

1 0 x. RATE BAS E TREATMENT OF CONS TRUCTION WORK-IN-P ROGRES S

1 2

13

Q~

20

Is  it n e c e s s a ry to  in c lu d e  CWIP  in  ra te  b a s e  in  o rd e r to  s u p p o rt th e  fin a n c ia l

integrity of UNS Elec tric?

Ye s , it is . UNS  Ele ctric will continue  to be  de pe nde nt on outs ide  ca pita l for the

foreseeable  future  in order to fund system growth and capita l improvements. As reflected

in the  bottom cha rt on pa ge  2 of Exhibit KCG-9, the  Compa ny's  ca pita liza tion is

projected to grow by 84% over the  next four years, from $115 million a t year-end 2005 to

a n e s tima te d $212 million in 2009. This  growth ra te  will be  e ve n highe r if a dditiona l

genera ting facilities  are  acquired by the  Company, as  discussed in the  Direct Testimony

of Micha e l J . De Concini. UNS  Ele ctric will ne e d to a ttra ct ne w outs ide  le nde rs  a nd

additiona l equity capita l in order to fund system growth and to re finance  the  Company's

existing long-term notes. For UNS Electric to a ttract this  capita l on reasonable  terms, the

Company must have an opportunity to earn a  reasonable  ra te  of re turn on its  capita l and

have a  financia l profile  comparable  to that of other firms in the  industry

As re flected in the  Company's  ra te  applica tion, ra te  base  trea tment of the  $10.8 million

te s t ye a r CWIP  ba la nce  provide s  UNS  Ele ctric with a pproxima te ly $2.1 million in

additional annual revenues. Denial of this requested rate  treatment would have a  material

27
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1 re fle cte d in the  6.36% cos t of short-te rm de bt propose d by the  Compa ny a nd use d by Mr.

P urce ll in his  ove ra ll ROR re comme nda tion.

Q- O n  p a g e  3 1  o f h is  t e s t im o n y ,  Mr .  P a r c e l l  c o n c lu d e s  t h a t  h is  c o s t  o f  c a p i t a l

r e c o m m e n d a t io n  p ro v id e s  t h e  Co m p a n y  w it h  " a  s u ffic ie n t  le ve l o f e a rn in g s  t o

ma in ta in  its  fin an c ia l in teg rity." Do  yo u  ag ree  with  h is  co n c lu s io n ?

No, I do not. Mr. P a rce l] ma de  no a tte mpt to de te rmine  whe the r or not the  Compa ny could

a ctua lly e a rn his  re comme nde d ROE of 10.0% or his  ove ra ll ROR of 8.99%. Ba se d on a ll

of the  a djus tme nts  ma de  by S ta ff, the  re comme nde d ra te  incre a se  for UNS  Ele ctric is  only

$3.8 m illion, or 45% of the  Com pa ny's  re que s te d incre a s e . If S ta ffs  re com m e nda tions

we re  a cce pte d in the ir e ntire ty, the  Compa ny would ha ve  no opportunity to a ctua lly e a rn

the  RO R re c om m e nde d  by Mr.  P a rc e ll. As  a  re s u lt,  the  p re -ta x in te re s t cove ra ge

ca lcula tion pre se nte d on S che dule  14 a tta che d to his  Dire ct Te s timony re pre se nts  nothing

m ore  tha n a  hypothe tica l e xa m ple .  While  I a ppre c ia te  Mr. P a rce ll's  in te nt,  which is  to

e xa mine  the  impa ct of his  re comme nda tions  on the  Compa ny fina ncia l inte grity, it doe s

not take  into account the  numerous  adjus tments  made  by othe r S ta ff witnesses  tha t se rve  to

limit a ny improve me nt in the  Compa ny's  e a rnings  a nd ca sh flow.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Did Mr. Parcell make any other observations regarding the Company's financial

in te g rity?

Ye s . O n  p a g e s  1 4  th ro u g h  1 5  o f h is  Dire c t  Te s tim o n y Mr.  P u rc e ll a d d re s s e s  th e

Compa ny's  a bility to a ttra ct ca pita l. In this  se ction of his  te s timony, he  s ta te s  tha t it is  not

"ne ce s s a ry" for UNS  Ele ctric  to include  CWIP  in ra te  ba s e  in orde r to a ttra ct ca pita l.  In

support of his  conclus ion, he  cite s  ra ting a ge ncy re ports  tha t re fe r to UNS  Ele ctric a s  "low

ris k." Howe ve r, the  only ra ting a ge ncy re port s pe cifica lly cite d by Mr. P a rce ll is  a  re port

by S ta nda rd & P oor's  publishe d in 2003. This  re port is  now four ye a rs  old a nd wa s  writte n

a t a  time  whe n UNS  Ele ctric ha d five  ye a rs  re ma ining on a  full-re quire me nts  powe r supply

A.

A.

26



1

2

a gre e me nt a nd whe n the  cumula tive  e ffe cts  of growth a nd re gula tory la g on UNS  Ele ctric

ha d not ye t ma te ria lize d. Mr. P a rce ll a lso ma ke s  re fe re nce  to the  suppose d a bility of UNS

Ele ctric  to a ttra c t fina ncing ba s e d on the  cre dit qua lity of UniS ource  Ene rgy. Howe ve r,

this  a s s umption is  incorre ct, s ince  no gua ra nte e s  of UNS  Ele ctric  de bt obliga tions  ha ve

be e n  is s ue d  by Un iS ourc e  E ne rgy,  TE P ,  o r a ny o the r c o rpo ra te  a ffilia te  o the r tha n

UniS ource  Ene rgy S e rvice s  ("UES "), the  pa re nt compa ny of UNS  Ele ctric a nd UNS  Ga s .

Q. Do you agree with Mr. Purcell's conclusion that CWIP is not necessary for UNS

Electric to attract capital?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

I a gre e  tha t ove r the  s hort-run ,  a s s um ing  no  s ign ifica n t cha nge s  occur in  the  ca p ita l

ma rke ts , tha t UNS  Ele ctric could proba bly a ttra ct a dditiona l ca pita l without ha ving CWIP

in ra te  ba se . Howe ve r, wha t .Mr. P urce ll doe s  not a ddre ss  is  the  a bility of the  Compa ny to

a ttra ct ca pita l on re a s ona ble  te rms . If ca pita l m a rke t conditions  we re  to  de te riora te ,

re s ulting in tighte r le nding s ta nda rds  a nd a  more  ris k a ve rs e  e nvironme nt, the  Compa ny

wo u ld  fa c e  s ig n ific a n t ly h ig h e r b o rro win g  c o s ts  a n d  a  c o n tra c t in g  m a rke t  fo r  it s

spe cula tive -gra de  de bt. Eve n  if the  ca p ita l m a rke ts  we re  to  re m a in  fa irly s ta b le ,  the

pros pe c t o f e a rn ing  low s ing le -d ig it re tu rns  on  e qu ity,  ha v ing  h igh  c a p ita l s pe nd ing

re qu ire m e n ts  a nd  no  c om m on  d iv ide nd  pa you t wou ld  c a us e  a ny p ros pe c tive  e qu ity

inve s tor to think twice  be fore  committing a dditiona l e quity ca pita l to UNS  Ele ctric. Unde r

the se  circumsta nce s , the  Compa ny would ha ve  to re ly more  he a vily on de bt ca pita l to ftmd

its  ca pita l s pe nding ne e ds . With this  a dditiona l de bt le ve ra ge  com e s  a dditiona l le nding

risk, a nd the  cos t of de bt to UNS  Ele ctric would like ly incre a se  s ignifica ntly. Additiona lly,

it s hould be  re cognize d tha t the  Com pa ny's  borrowing ca pa city is  not infinite .  S o while

Mr. P urce ll is  corre ct tha t a dditiona l ca pita l could proba bly be  a ttra cte d ove r the  short-run,

the  cos t of this  ca pita l will be  s ignifica ntly highe r, re sulting in a dve rse  long-te rm e ffe cts  on

the  Company and its  customers .

A.

27
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2 two (2) earlier points.

1 encourage total firm efficiency.

The first is that any claims concerning "extraordinary

APS is urged to avoid a waste of

4 everyone's time by refraining from claims involving minor problems of the wit

5 faced by any utility trying to complete and operate a generating plant or tixose

6 which anyone choosing to construct a nuclear' plant should have foreseen.

v second point is that our selection of a construction cap of $2,860,000,000 for

8 Palo Verde does not imply that this amount will he placed in rate base or even

that it is any more likely than before to be included in rate base.

5 events" will be thoroughly scrutinized.

9

J

additional amounts of CHI? should be included in APS's rate base upon

have been. As such, this potential increase in current rates is different from

earnings, and that is to reduce those earnings from what they ,nhervaiae would

the usual "step" increases proposed by utilities.

successful loading of fuel at PV-I. The ironic part of this issue is that the.

inclusion of more CHIP can have only one (1) possible effect on APS's overall

previously discussed and analyzed in Decision No. 54204.

these arguments, but it is necessary for us to plainly dispels some of the

recurrent "mythology" surrounding inclusion of CHIP in rate base:

The only revenue requirement issue in this proceeding was whether Er not

The instant proceeding again raised all the arguments for and against CHIP

1.)

3)

2)

1)

unregulated firms in the private economy can not charge customers
for cwlr;

inclusion of cwlr in rate base shifts substantial amounts of
business risk from the shareholder to the ratepayer;

any benefits of including CHIP axe intangible or are tealixeti only
over the very long run; and,

inclusion of cwlp is contrary to rational and fair economic pricing
principles;

In the meantime, we would like to reeaaphasize

..17-
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7 and somewhat more significantly reduce the risk for the latter.

8 moderate amounts of cwlr has virtually no affect on the apportionment of risk

g Unregulated firms can and do charge their

10 customers for current construction, and the moderate price changes necessary to

11 do so are far more likely to be acceptable in the marketplace than would large

12

13 unreilected

14 immediately upon the in service date of the project and its full incorporation

15 Benefits outweigh costs on

15 approximately six (6) years. This is less than the average life expectancy for

17 even a very aged ratepayer. Putting so called short-term CWIP in rate base

18 benefits only the utility sharebolderuN

19 problans should revenue producing activity.

20 Placing reasonable amounts of long-tern CWI? projects in rate base primarily

21 benefits the ratepayer by reducing total costs and by providing for s more

22 orderly phase-in large immediate matching

23 problems since the project is usually not scheduled to come into service during

24 . the 1ifeof the rates reflecting CHI? inclusion.

25

26

27

28

1

2

5

4 the risk that he will f ail to earn an adequate return on his invaotment, while

5 the ratepayer has the risk that electricity will not be available to him at a

6 reasonable price.

between shareholder and consumer.

jumps caused by the sudden incorporation of significant amounts of previously

investment. The benefits of CHIP inclusion are realized

into rate base.

12. This is not to say that inclusion of short-term CHIP items in Tate base
might not be the fair and reasonable thing to do, simply that it provides no
corresponding benefit to ratepayers.

5)

Each of the above statements is demonstrably false.

only short-term coustructirn projects should be considered for CHI?
inclusion, and only then it all amounts invested were prudent.

the CHI? be associated with new

cwlr inclusion will slightly reduce that risk for the former

of

ix

investments. There are no

..18..

It also can cause serious matching

a present value basis within

All legitimate argument! for
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1

2
s events"

4 everyone's time by refraining from claims involving minor problems of Lhe sort

5 faced by any utility trying to complete and operate a generating plant or those

secontl point is that our selection of a construction cap of $2,860,900,0G0 for

8 Palo Verde does not imply that this amount will be placed in rate base or even

that it is any more likely than before to be included in rate base.

6 which anyone choosing to construal

v

9

,L-.» ...up.,._ ...

encourage total firm efficiency.

two (2) earlier points.

successful loading of fuel at PV-I.

have been. As such, this potential increase in current rates is d i f ferent f rom

earnings, and that is to reduce those earnings fm what they ,otherwise vauhi

The ironic part of this issue is :hat the

inclusion of more CHIP can have only one (1) possible effect on APS's overall

the usual "step" increases proposed by utilities.

previously discussed and analyzed in Decision No. 514204.

recurrent "mythology" surrounding inclusion of CHIP i n rate base:

these arguments, but it is necessary for us to plainly dispels some of the

The only revenue requirement issue in this proceeding was whether or not

amounts of cwlr should be included in ANS's rate base upon

The instant proceeding again raised all the arguments for and against CHIP

2)

1)

will be thoroughly scrutinized.

inclusion of CHIP in rate base shifts substantial amounts of
business risk from the shareholder to the ratepayer;

The first is that any claims concerning "extraordinary

In the meantime, vo would like to reeuaphasize

a nuclear plant should have foreseen.

APS is urged to avoid  a waste of

We wil l  not rehash
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25 3) inclusion of CHIP is contrary to rational and fair economic pricing
principles;

26

27

28

4) any benefits of including CHIP are intang ib le  or are real ized only
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5)

only short-term coustructifn projects should be considered for CHI?
inclusion, and only then it all amounts invested were prudent.

Each of the above statements is demonatrablv false. The shareholder has

the 'risk that he wil l fai l to earn an adequate return on his investment. while

athe ratepayer has the r isk  that e lectr ic i ty  wi l l  not be avai lab le  to h im at

reasonable price cwlr inclusion wi l l  s l ight ly  reduce that r isk  for the former

and somewhat more signif icantly reduce the risk for the latter. Inclusion of

moderate amounts of cwlr has virtually no affect on the app or tionment of risk

between shareholder and consumer. Unregulated f irms can Ami do charge their

customers for current construction, and the moderate price changes necessary to

do so are far more likely to be acceptable in the marketplace than would large

jumps caused by the sudden incorporation of significant amounts of previously

CHIP are raa l i z

I

a mar

unreflected investment. The benefits of inclusion

immediately upon the in service date of the project and its full incorporation

into ra te  base . Benef its outweigh costs on a  p resen t  vo lue  bas i s  w i th

approximately six (6) years. This is less than the average life expectancy to

even a very aged ratepayer. Putt ing so ca l led short-term CHI? la rate bas

benef its only the ut i l i ty  shareholdernl2 It a lso can cause serious match

problems should the air be associated with new revenue producing act iv ity

Placing reasonable amounts of long-term CWIP projects in rate base primate

benef i ts the ratepayer by reducing tota l  costs and by prov id ing for

orderly phase-in of large investments. There are no immediate match

problems since the project is usually not scheduled to come into service dnri

A11 legitimate arguments forthe l i fe of  the rates ref lecting CHI? inclusion.

12. Th is is  not  to say  test  inc lus ion of  short-term CHIP i tems in  rate  be
night not be the f  a ir and reasonable thing to do, simply that it  prov ides

corresponding benefit to ratepayers.
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each of the expert witnesses

9"=='~

The Commission has,

subsequent

Even Palo Verde's mas: tletetmined critics have estimated that

* "|¢r 1\""'|"'*"*"*"!

As was no ted by

the benef i ts o f are f u l l y

included CHIP largely a s  a

:lvn*vn»sur°rn°*vi'-r:-...\. m ,rv¢.:\L*r'\¢l¢1911l1\rI-'l111!!1*:\I;1=l

0-13l'»5"'83*1 '35

I

."L3§¥
Et*tis
u5.£

go
2?

.3
;

o r to  p revent ce r ta i n types o f earnings a t t r i t i o n . Nei ther

a f f e c t s our deliberations herein. APS's cr i t i ca l cash flow
:
I

di f f i cu l t i es  at Pa l o  Verde  o r

\

:

2

I

I
1
I

I

I

1 and agai nst CHI?  are l argely  independent o f prudence i ssues.

2 quest moued , CWIP

5 realized by ratepayers so long as the amount of CHIP included in rate base la

4 less than or equal to the amount ult imately permitted in rate Ba:

5 to completion.

6 amount to be is; in excess of any cwlr sl lovance being requested by APB, let

7 alone granted by this Commission.

8 in previous decisions,

g means of addressing critical cash flow problems for public service corporations

10 justification

1 1 problems were

12 addressed by our award in Pease I of these proceedings. Barring unforeseen

13 disturbances in the f inancial  markets, such s

14 cash crisis as was faced by APS and this Commission early in 198/4 should not

15 reoccur in 1985. Likewise, as was stated earlier, the inclusion of more CHIP

16 in APS's rate base wi l l cause rather than prevent earnings at t r i t ion. (Sur

17 guiding principles in this case are the economic benefi ts to ratepayers iron

18 further cwxr inclusion and the avoidance of "rate shock" in the APS service

19 territory.

20 Staff witness Pflsum demonstrated that the sf tar tax return to ratepayers

2 1 for  thei r iv "investment" was at least 172. With the adjustments to the 1.211

22 offset recommended by Staff and adopted herein, it is estimated that the after

23 tax return r ises to the level  of  303 or more. This Commission generally has

24 l i t t le oppor tuni ty  to uni latersl lv af fect  the level  cf  ut i l i ty costs passed on

25 to consumers. In this instance,  the inclusion of  addi t ional  rv~1 CHIP wi l l

26 substantial ly reduce costs which would otherwise be properly chargeable to

2? rateosvers. This opportuni ty to effect true cost savings wi l l  be lost forever

28 once Palo Verde is completed .
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1 five (5) years hence. PV-I  is l i t t le over  a year  f rom complet ion. Again we

2 are faced with a very small ,  i f  any, "inequity" versus a very large increase in

5 t o t a l  p r o j ec t  c o s t  f o r  a l l

4 ratepayers simply can not afford any addit ional electr ic rate increases. The

5 inabi l i ty of some members of society to pay for even basic levels of electr ic

6 serv i ce i s  no t  a  t r i v i a l  m at t er . However, i t  would seem that postponing a

' I smal ler increase today in favor of an even larger one tomorrow wi l l  do such

8 individuals l i t t le good.

9 Both Staf f  and APS have supported inclusion of  var ious levels of  W IP.

10 APS originally sought $425,000,000 while Staff argued that only $325,000,090

11 was necessary to achieve sat isfactory cash f low cr i ter ia. T h i s  i s  o u r  f i r s t

12 decision allowing permanent Palo Verde (MIP in the rate base. We do it for cho

13 reasons. Fi rst ,  to preserve APS's f inancial  v iabi l i ty ;  second,  and equal ly

14 important,  i t  wi l l  encourage opt imal pr icing of  caseload faci l i t ies. Since we

15 look forward to the development of more sophisticated and effective pricing and

16 incentive mechanisms in "hose l l  and other upcoming cases, the allowance of

17 CHI? in this case should not be deemed to be a precedent for any priucip'e of

18 general CWIP allowance in rate base. Moreover, and contrary to both ANS and

19 the Staff, we believe that an amount of $260,008,000 of CHIP will be sufficient

20 I to achieve present satisioctory cash [low criteria.

:
I

1

Rate Base Summary

x The addition of $260,000,000 in CHIP to the OCRB and RCRB figures

21

22

' I

20 previously cited produces a total OCRB of 9,961,666,000 and a total RUN! of

24 $3,356,050,000 for the TY.

25 RCRB "SO/50" in the determination of "f air value."

The Commission had traditionally weighted 0C1B and

No party has suggested a

26 different procedure, and we can find no rationale in this record which would

27

28
"fair value" of APP's rate base to be $2,658,B58,000.

support any change from our previous position. Consequently, we will find the

I
!
i

•

-17-

•

Decision Ho. f s / . z a g / .
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1 five (5) years hence. PV-I  is l i t t le over  a year f rom complet ion.

2 are faced with a very small ,  i f  any, "inequity" versus a very large increase in

3 t o t a l  p r o j ec t  c o s t  f o r  a l l

4 ratepayers simply can not afford any addit ional electr ic rate increases. 'Abe

5 inabi l i ty of some members of society to pay for even basic levels of electr ic

6 matter. i t  would seem that postponing a

' I smal ler increase today in favor of  an even larger one tomorrow wi l l  do such

8 individuals little good.

9 Both Staff  and ANS have supported inclusion of various levels of CHIP.

10 APS originally sought $425,000,000 while Staff argued that only $3251000,000

11 was necessary to achieve sat isfactory cash f low cr i ter ia. f i r s t

12 decision allowing permanent Palo Verde CHI? in the rate base.

13 reasons. Fi rst ,  to preserve APP's f inancial  v iabi l i ty ;  second,  and equal ly

14 important,  i t  wi l l  encourage opt imal pr icing of  caseload faci l i t ies. Since we

15 look forward to the development of more sophisticated and effective pricing and

16 incentive mechanisms in "base II and other upcoming cases, allowance

l ? CHIP in this case should not be deemed to be a precedent for any priucip'e of

18 general own al lowance in rate base. Moreover, and contrary to both APS and

19 the Staff, we believe that an amount of $260,000,000 of CHI? will be sufficient

20 I to achieve present aatisiactory cash flow criteria.

Rate Base Summary

=4 The addition of $260,000,000 in can to the OCRB and RCRB figures

21

22

q

2..» - previously cited produces a total OCKB of $11961,666,000 and a total RIZRB of

24 9,356,050,000 for the TY. The Commission has traditionally weighted

25 IICRB "50/50" in the determination of "fair value."

OCRB and

No patty has suggested a

26 different procedure, and we can f ind no rat ionale in th is recoi l  which

27

would

support any change Fran our previous position. Consequently, we will find the

28
"f air value" of APP's rate have to be $2,658,858.000-I
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VII. ACCUMULATED DEPRECIATION.

Q. You disagree with the adjustment to Accumulated Depreciation recommended by

RUCO witness Mr. Moore. Please explain.

From my review of Mr. Moore's Schedule RM-5, it appears that Mr. Moore has attempted

to recompute the end-of-test year balance of Accumulated Depreciation by using additions,

retirements and balances by FERC plant account from 2002 through June 30, 2006. As a

result, he is proposing an adjustment to increase Accumulated Depreciation (and therefore

reduce rate base) by approximately $2.3 million. I disagree with the result of his analysis

and resulting adjustment because his analysis fails to reflect the depreciation rates and

methods, and capital recovery accounting procedures that were in effect during this period

(i.e., from 2002 through June 30, 2006). Such flaws in his analysis would tend to produce

a computed depreciation reserve greater than what was recorded on the Company's books

at the end of the test year.

Please explain why you believe Mr. Moore's analysis was flawed.

First, Mr. Moore's analysis is based on a mid~year depreciation convention. That would

result in one-half year of depreciation being computed on each asset added or retired during

the year. As explained in the response to RUCO Data Request No. 1.09, the Company uses

a mid-month depreciation convention, meaning that one-half month of depreciation being

computed on each asset added or retired during a given month. If a $1,000,000 asset with a

5% annual depreciation rate was placed in service in October, Mr. Moore's methodology

would add $25,000 to Accumulated Depreciation during that year. By contrast, only

$10,416 would have been actually provided on the Company's books during the period.

Second, Mr. Moore has failed to consider any salvage or removal costs associated with

1
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5
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9
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14

15

16 Q .

17 A.

18

19

20

21

22

23

24

25

26

27

assets  ret i red from service dur ing the per iods of his  ana lysis .

respectively credited or charged to Accumulated Depreciation as realized or incurred.

Such amounts are

A.

10
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Deprecia tion in 2005 .- as  I covered in my Rebutta l Testimony - with the  $0.5 adjustment

to depreciation expense described in the aforementioned Notes to Financial Statements.

I
I
I

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

1 5

1 6

Mr. Moore 's  pos ition re ga rding Accumula te d De pre cia tion - a s  s ta te d in his  Dire ct a nd

Surrebutta l Testimonies  - should be  re jected. There  is  no basis  upon which to accept the

proposed adjus tment. The  fact remains  tha t his  ca lcula tions  were  not made  in the  same

ma nne r by which the  Compa ny compute s  a nd a ccounts  for de pre cia tion e xpe nse , a s

required by the  FERC Uniform Sys tem of Accounts. His  ca lcula tions  a lso fa il to re fle ct

the $2 million correcting adjustment recorded to Accumulated Depreciation in 2005 .

Further, Mr. Moore 's  comment on page 5 of his  Surrebutta l Testimony regarding the  2005

deprecia tion correction adjustment is  misplaced. The  $2 million adjustment re fe rred to in

my Rebutta l Testimony was the  adjustment made  to Accumula ted Deprecia tion, the  $0.5

million footnote  dis clos ure  re fe rre d to by Mr. Moore  wa s  the  re porte d e ffe ct on 2005

Deprecia tion Expense. Mr. Moore  fa ile d  to  ma ke  th is  importa n t d is tinction  in  h is

te s timonie s . The  diffe re nce  be twe e n those  two a mounts  re fle cts  the  portion of the  $2

million accounting adjus tment tha t the  Company applied to cons truction work orde rs  in

accordance  with its  Transporta tion Clea ring accounting procedure . Mr. Moore  identified

a nd a ppa re ntly a gre e d to  this  -a s  indica te d be ginning a t line  19 on pa ge  ll of his

Surrebutta l Testimony.

Q. Please describe the portions of Ms. Diaz Cortez's Surrebuttal Testimony with which

17

18

19

20

21

22

23

24

25

26

27

A.

you disagree.

I disagree with her position concerning Accumulated Deferred Income Taxes reflected in

rate base and with the issue of computing income tax expense. She fails to understand my

Rebuttal Testimony on these two issues and simply does not reconcile her position with

1
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UNS  ELECTRIC, INC.'S  RES P ONS ES TO
RUCO'S FIRS T S ET OF DATA REQUES TS

DOCKET NO. E-04204A-06-0783
Marlch 26, 2007

1.09 Depreciation-. Please provide the following information regarding
depreciation:
a) Convention, e.g., iiill-year, half year, other (specify), and
b) The composite or individual plant account depreciation rates

applied to calculate the depreciation expense since the last rate
case arid reference the authority for such rates i.e. Decision No.

RES P ONS E: a) The Company uses a mid-month convention with one-half month
depreciation accrued on assets in the month of their addition to
Plant in Service and also one-half month depreciation in the month
when they are retired from service.

b) The current book depreciationratesbeing used are the same as
those that were being used by Citizens when the assets were
acquired in August, 2003. Please see Bates No.
UNSE(0783)00407 for a summary. The most recent depreciation
rate authority was that contained in Decision No. 58360 issued on
July 23, 1993.I

RES P ONDENT : Carl Dabelstein

WITNESS: Karen Kissinger

I
I
II

<

f

IMJSE '57



Depreciation Rate
Mohave Santa Cruz

F.E.R.C.
Acct. No.

302
303 -

Software
WAPA Comm. Line (a)
WAPA Switchyard (b)

20.00
4.13
2.92
2.50

20.00

2.50
2.88

1.38
2.42
2.34
0.67
2.20
1.87

3.77
2.92
2.87
5.77
2.71
4.36
2.01

3.77
2.92
4.32
5.77
2.71

2.01

I

3.20
4.82
4.23
4.36
4.28
5.36
4.93
4.23
3.25
4.55

3.20
4.82
4.23
4.36
4.28
5.36
4.93
4.23
3.25
4.55

311
316
340
341
342
343
344
345
346
350
352
353
354
355
356
358
359
360
361
362
364
365
366
367
368
369
370
373
389
390
391 -

2.89 2.89

Office Furniture & Equip.
Computer Equipment

392 -
Vehicles < $100K
Vehicles > $100K

393
394
395
396
397
398

3.72
20.00

3.72
20.00

25.00
12.50
2.62
3.02
2.41
3.33
4.13
5.45

25,00
12.50
2.62
3.02
2.41
3.33
4.13
5_45

(a) WAPA Fiber Optic Communications Line Depreciated at same rate
as Acct.No. 397, Communications Equipment.

(b) WAPA Switchyard - Depreciated at same rate as Acct. 353, Station Equipment.

I
l

hr

CONFIDENTIAL- UNSE(0783)00407
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Vu . ACCUMULATED DEPRECIATION.

Q. Yo u  d is a g re e  with  th e  a d ju s tm e n t  to  Ac c u m u la te d  De p re c ia t io n  re c o m m e n d e d  b y

RUCO witn e s s  Mr. Mo o re . P le a s e  e xp la in .

From my re vie w of Mr. Moore 's  S che dule  RM-5, it a ppe a rs  tha t Mr. Moore  ha s  a tte mpte d

to re compute  the  e nd-of-te s t ye a r ba la nce  of Accumula te d De pre cia tion by us ing a dditions ,

re tire me nts  a nd ba la nce s  by FERC pla nt a ccount from 2002 through J une  30, 2006. As  a

re sult, he  is  propos ing a n a djus tme nt to incre a se  Accumula te d De pre cia tion (a nd the re fore

re duce  ra te  ba se ) by a pproxima te ly $2.3 million. I dis a gre e  with the  re sult of his  a na lys is

a nd re s ulting a djus tme nt be ca us e  his  a na lys is  fa ils  to re fle ct the  de pre cia tion ra te s  a nd

me thods , a nd ca pita l re cove ry a ccounting proce dure s  tha t we re  in e ffe ct during this  pe riod

(i. e ., from 2002 through J une  30, 2006). S uch fla ws  in his  a na lys is  would te nd to produce

a  compute d de pre cia tion re se rve  gre a te r tha n wha t wa s  re corde d on the  Compa ny's  books

a t the  end of the  test year.

P leas e  exp la in  wh y yo u  b e lieve  Mr. Mo o re 's  an a lys is  was  flawed .

Firs t,  Mr. Moore 's  a na lys is  is  ba s e d on a  mia '-yea r de pre c ia tion conve ntion. Tha t would

re sult in one -ha lf yea r of deprecia tion be ing computed on each a sse t added or re tired during

the  yea r. As  expla ined in the  re sponse  to RUCO Da ta  Reques t No. 1.09, the  Company use s

a  mid-month de pre cia tion conve ntion, me a ning tha t one -ha lf month of de pre cia tion be ing

computed on each a sse t added or re tired during a  given monde . If a  $1,000,000 a sse t with a

5% a nnua l de pre cia tion ra te  wa s  pla ce d in s e rvice  in Octobe r, Mr. Moore 's  me thodology

would  a dd $25,000 to  Accum ula te d  De pre c ia tion  during tha t ye a r. By contra s t,  on ly

$10,416 would ha ve  be e n a ctua lly provide d on the  Compa ny's  books  during the  pe riod.

S e cond, Mr. Moore  ha s  fa ile d to cons ide r a ny s a lva ge  or re mova l cos ts  a s s ocia te d with
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16 Q .

17 A.

18

19
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22

23

24

25

26

27

a s s e ts  re tire d from s e rvice  during the  pe riods  of his  a na lys is .

respectively credited or charged to Accumulated Depreciation as  realized or incurred.

S uch a mounts  a re

10
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2

3

VII. ACCUMULATED DEPRECIATION

Q Yo u  d is a g re e  with  th e  a d ju s tm e n t  to  Ac c u m u la te d  De p re c ia t io n  re c o m m e n d e d  b y

RUCO witn e s s  Mr. Mo o re . P le a s e  e xp la in

From my re vie w of Mr. Moore 's  S che dule  RM-5, it a ppe a rs  tha t Mr. Moore  ha s  a tte mpte d

to re compute  the  e nd-of-te s t ye a r ba la nce  of Accumula te d De pre cia tion by us ing a dditions

re tire me nts  a nd ba la nce s  by FERC pla nt a ccount from 2002 through J une  30, 2006. As  a

re sult, he  is  propos ing a n a djus tme nt to incre a se  Accumula te d De pre cia tion (a nd the re fore

re duce  ra te  ba se ) by a pproxima te ly $2.3 million. I dis a gre e  with the  re sult of his  a na lys is

a nd re s ulting a djus tme nt be ca us e  his  a na lys is  fa ils  to re fle ct the  de pre cia tion ra te s  a nd

me thods , a nd ca pita l re cove ry a ccounting proce dure s  tha t we re  in e ffe ct during this  pe riod

(i. e ., from 2002 through J une  30, 2006). S uch fla ws  in his  a na lys is  would te nd to produce

a  compute d de pre cia tion re se rve  gre a te r tha n wha t wa s  re corde d on the  Compa ny's  books

a t the  end of the  test year

1 6 Q P leas e  exp la in  wh y yo u  b e lieve  Mr. Mo o re 's  an a lys is  was  flawed

Firs t, Mr. Moore 's  a na lys is  is  ba s e d on a  mid-ye a r de pre cia tion conve ntion. Tha t would

result in one -ha lf yea r of deprecia tion be ing computed on each a sse t added or re tired during

the  yea r. As  expla ined in the  re sponse  to RUCO Da ta  Reques t No. 1.09, the  Company uses

a  mid-month de pre cia tion conve ntion, me a ning tha t one -ha lf month of de pre cia tion be ing

computed on each a sse t added or re tired during a  given month. If a  $1,000,000 a sse t with a

5% a nnua l de pre cia tion ra te  wa s  pla ce d in s e rvice  in Octobe r, Mr. Moore 's  me thodology

would  a dd $25,000 to  Accum ula te d  De pre c ia tion  during tha t ye a r. By contra s t,  on ly

$10,416 would ha ve  be e n a ctua lly provide d on the  Compa ny's  books  during the  pe riod

S e cond, Mr. Moore  ha s  fa ile d to cons ide r a ny s a lva ge  or re mova l cos ts  a s s ocia te d with

a s s e ts  re tire d  from  s e rv ic e  du ring  the  pe riods  o f h is  a na lys is .

re spective ly credited or cha rged to Accumula ted Deprecia tion a s  rea lized or incurred

S uch  a m ounts  a re

10



Fina lly, Mr. Moore 's  de pre cia tion ca lcula tions  a re  ma de  a s  though a ll ca te gorie s  of pla nt

a sse ts  a re  de pre cia te d us ing the  group me thod. Tha t is  not corre ct. Although the  Compa ny

is  re que s ting a  cha nge  to the  group de pre cia tion me thod for Tra nsporta tion Equipme nt a s

pa rt of Dr. White 's  te s timony, the  Compa ny's  ve hicle s  ha ve  his torica lly be e n de pre cia te d

us ing a  "Unit De pre cia tion" proce dure . Unde r Unit De pre cia tion, a s s e ts  a re  de pre cia te d

individua lly,  to  the  e xte nt of the ir re s pe c tive  re corde d cos t. Th is  d iffe rs  from  group

de pre cia tion whe re  the  e ntire  cos t ba la nce  of the  group is  use d for computing de pre cia tion

with no spe cific re cognition of the  de pre cia tion a s socia te d with individua l me mbe rs  of the

group

The  tra ditiona l use  of unit de pre cia tion by Citize ns  wa s  not initia lly re cognize d a t the  time

tha t the  UNS  Ele ctric  a s s e ts  we re  a cquire d. As  a  re s ult, for a  pe riod of s e ve ra l months

de pre cia tion provis ions  we re  ma de  us ing the  group me thod. As  da ta  wa s  be ing a sse mble d

for the  de pre c ia tion  s tudy s ubm itte d  in  th is  ra te  ca s e ,  the  e rro r wa s  d is cove re d  a nd

corre s ponding a djus tm e nt to the  Com pa ny's  books  we re  m a de . Dis clos ure  of this  e rror

wa s  ma de  on pa ge  8 of the  Compa ny's  fina ncia l s ta te me nts , a  copy of which a ppe a rs  a s

Exhibit KGK-l to  m y Dire c t Te s tim ony. Corre c tion of the  a djus tm e nt re quire d a  cha rge

tota ling $2,013,847 to Accumula te d De pre cia tion. Tha t corre cting a djus tm e nt wa s  not

re fle cte d in Mr. Moore 's  a na lys is

21 VIII. INCOME TAXES

22

23 Q You state that you have a conceptual disagreement with the manner by which Mr

Moore has recomputed income tax expense to reflect RUCO's proposed rate case

ad ju s tmen ts . P leas e  exp la in

In its  filing, the  Compa ny ha s  re fle cte d pro forma  income  ta x e xpe nse  comprise d of curre nt

a nd de fe rre d portions  compute d se pa ra te ly. This  re quire s  the  ide ntifica tion a nd prope r

1 1
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Page 860

A . Yes.1

2 »Q

3

And vehicles over $100,000 have a depreciation

rate of 12.5 percent; is that correct?

I4 CorrectA.

5 And that is for Mohave County as well as Santa

6

A.7

Q .

A.

8

9

10

Q .

Cruz County; correct?

Yes.

And you received this request as part of your

discovery and analysis of this case?

Yes, I did.

MR. GELLMAN:11 Your Honor, I would move for the

admission of UNSE~37.

ALJ WOLFE;

MR. POZEFSKY:

12

13

14

Any objection?

No objection.

ms. SCOTT: No.

ALJ WOLFE: UNSE-37 is admitted.

15

16

BY MR. GELLMAN:17

18

19

20

A.

21

22

23 Q .

24

Q. But, Mr. Moore, as I understand

it, RUCO-1 was the basis also for schedule RLM-5 in your

direct testimony, as f ar as the depreciation rates used

and the figures that you used to come up with that

schedule in your direct testimony?

Correct.

Sir, you did use 25 percent for all classes of

transportation equipment as far as your schedule RLM-5?

A . Yes.25
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. And you did use 25 percent for transportation

equipment as the basis for your accumulated depreciation

calculation; is that correct?

A. Correct.

Q- Okay. I want you to take a look at what has been

marked as UNSE-38 for purposes of identification. That is

a one-page spreadsheet.

Do you have that in front of you, sir?

A. Yes, I do.

Q- And I understand that you did not compose this

exhibit, but looking at the lines 10, 20, 30, 40 entitled

RUCO computation, do those figures along those lines match

what you put together in your schedule RLM-5 to the best

of your knowledge? I understand I'm asking you to compare

a lot of things, but does that look roughly equivalent or

equivalent?

A. It's correct.

Q. Okay. And if I were to specifically look at

lines 22 through 30 of Exhibit UNSE-38, the column C

entitled "Ending Balance, " and we are talking about

calendar year 2005, would that match up with what was

included in Dr. White's Exhibit REW-2, specifically pages

15 and 18? And if you want, sir, I could provide you a

copy of Dr. White's testimony.

Does that look roughly equivalent subject to
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A.1

2

c3 Q

4

5

A.6

Page 868

Well, I would estimate right here taking 18 -- or

1.8 million from 1.2 million and you are in the ballpark.

And, 1 mean, even if it's not 187.5 million as

this exhibit shows, we are looking at a ballpark figure of

somewhere between 1.5 and 1.8 million dollars?

Well, that is kind of apples and oranges to my

7 adjustment.

8 Q.

9

10

11

12

13

14

15

16

Q.

A.

17 Q.

18

19

20

21

22 A.

23 Q.

24

25

Well, you use 25 percent, sir, and the data

response and the information you gathered indicates

12.5 percent for classes 4 and 5; correct?

A. I will agree that I did not use the 12.5 percent.

If we are discussing my adjustment to accumulated

depreciation, there is a lot more f actors to take into

consideration.

But that would be would be one factor; correct?

Certainly.

Okay. And Ms. Kissinger also talked about other

issues that she had with your accumulated depreciation

figure in her rebuttal testimony, which has been marked

and admitted as UNSE-12; is that correct?

Do you recall seeing that testimony, sir?

I read her testimony, yes.

Do you recall that she made other arguments

concerning her issues with your accumulated depreciation

calculation? Do you recall that?
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Commission Decision No. 55774 or the controlling FERC Uniform System of Accounts

("USOA").

Please explain the Accumulated Deferred Income Taxes  is sue.

In her Direct Testimony, Ms. Diaz Cortez proposed to exclude  the  Accumula ted Deferred

Income  Taxes  a ssocia ted with Contributions  in Aid of Cons truction ("CIAC") because  of

he r pe rce ive d fa ilure  of the  Compa ny to re move  CIAC from ra te  ba se . In a da pting to

illustra te  her point she  noted in her direct testimony that she  can see  no evidence  tha t the

Company has reflected an Account No. 271 in determining its rate base.

In my Rebutta l Tes timony, I expla ined tha t Account No. 271, CIAC, does  not exis t in the

FERC US OA, a nd tha t he r re fe re nce  to Account 271 ca me  from the  NARUC Uniform

S ys te m of Accounts us e d by wa te r a nd wa s te wa te r utilitie s  s ubje ct to Commis s ion

jurisdiction. I pre se nte d the  re le va nt CIAC a ccounting re quire me nts  from the  FERC

USOA in my Rebutta l Tes timony and showed tha t we  a re  required to directly credit the

re la te d pla nt or cons truction work in progre s s  a ccounts  upon re ce ipt of CIAC. The

Company has done just that, thus, there is no separate account to deduct from rate base as

be lie ve d by Ms . Dia z Corte z. Fina lly, my Re butta l Te s timony include d a  dis cus s ion

regarding Decision No. 55774 and the  re la ted Staff Report directing self-pay companies to

include the deferred tax asset associated with CIAC to rate base. Both items are attached to

my Rebutta l Testimony as exhibits .

l

2

3

4 Q.

5 A.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Unfortunately, Ms. Diaz Cortez confuses the issue by discussing the existence of an

Account 271 in the NARUC USOA for Electric companies. She offers no other

justification for her proposed exclusion. But as I described above and showed in my

Rebuttal Testimony, Decision No. 55774 and the Staff Report govern this issue.

2
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Q. P le a s e  e xp la in  yo u r a s s e rtio n  th a t th e  ju s tific a tio n  o ffe re d  b y Ms . Dia z Co rte z fa ils  to

c o n s id e r th e  ma n n e r in  wh ic h  CIAC is  a c c o u n te d  fo r.

On pa ge  19 of Ms . Dia z Corte z 's  Dire ct Te s timony, s he  s ta te s  tha t s he  is  propos ing the

e xclus ion be ca us e  s he  ca nnot s e e  a ny FERC Account 271 lia bility for CIAC in e ithe r the

Compa ny's  FERC Form 1 a nnua l re port or in the  Compa ny's  ge ne ra l le dge r, thus , the re  is

a ppa re ntly no ra te  ba s e  de duction for CIAC. Continuing he r a s s e rtion, s ince  CIAC is  not

de ducte d from ra te  ba se , the  Accumula te d De fe rre d Income  Ta xe s -CIAC should s imila rly

be  e xclude d from ra te  ba se . I be lie ve  tha t Ms . Dia z Corte z is  confus ing the  wa y tha t wa te r

a nd  wa s te  wa te r u tilitie s  a ccount for CIAC with  the  m a nne r by which  e le c tric  u tilitie s

a ccount for CIAC.

Mos t wa te r a nd  wa s te  wa te r u tilitie s  fo llow the  NARUC Uniform  S ys te m  of Accounts

which  p rov ide s  a n  Account No .  271  fo r us e  in  a ccounting  fo r CIAC proce e ds . S uch

ba la nce s  a re  typica lly de ducte d from  ra te  ba s e  a s  a  s e pa ra te  line  ite m  in ra te  ca s e s . In

a c c o rd a n c e  with  R 1 4 -2 -2 1 2 . G  o f th e  Ariz o n a  Ad m in is tra t iv e  C o d e ,  UNS  E le c tric

m a in ta ins  its  a c c oun ting  re c ords  in  a c c orda nc e  with  the  F e de ra l E ne rgy Re gu la to ry

Commis s ion Uniform S ys te m of Accounts ("F ERC US O A").  The  F ERC US O A doe s  no t

ha ve  a n Account 271 for us e  in a ccounting for CIAC. Ins te a d, s uch a mounts  a re  dire ctly

cre dite d to (i.e ., de ducte d from) the  re spe ctive  pla nt a ccount upon re ce ipt. The  controlling

la ngua ge  is  conta ine d in  P a rt D of Ele c tric  P la nt Ins truc tion No. 2  in  the  FERC US OA,

which re a ds  in pa rt:

1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

22

23

24

25

26

27

The  e le ctric pla nt a ccounts  sha ll not include  the  cos t or othe r va lue  of
e le ctric pla nt contribute d to the  compa ny. Contributions  in the  form of
money or its  equiva lent toward the  cons truction of e lectric plant sha ll be
cre dite d to a ccounts  cha rge d with the  cos t of such cons truction. P la nt
constructed from contributions of cash or its  equivalent shall be  shown as
a  reduction to gross plant constructed when assembling cost data  in work
orders for posting to plant ledgers of accounts.

A.

6



UNS  Ele ctric  a ccounts  for CIAC in the  re quire d ma nne r, thus , the  pla nt ba la nce s  in ra te

base  have  a lready been reduced by any and a ll applicable  CIAC .

Q. You also state that the proposed exclusion by Ms. Diaz Cortez fails to consider the

manner in which the Commission has directed that such amounts be considered in

ra te m a kin g . P le a s e  e xp la in .

P rior to the  e na ctme nt of the  Ta x Re form Act of 1986 ("TRA '86") the  Inte rna l Re ve nue

Code  ("Code ") conta ine d a  provis ion tha t e na ble d utilitie s  to tre a t CIAC a s  a  non-ta xa ble

contribution of ca pita l, me a ning tha t such re ce ipts  we re  not re quire d to be  re cognize d a s

ta xa ble  income , howe ve r, the  a s se ts  a cquire d with the  CIAC proce e ds  we re  not pe rmitte d

to be  de pre c ia te d for ta x purpos e s .  Afte r TRA '86 be ca m e  la w, the s e  Code  provis ions

we re  re pe a le d .  Th is  m e a n t tha t,  with  m ino r e xc e p tions ,  C IAC p roc e e ds  we re  to  be

cons ide re d a s  ta xa ble  ordina ry income  upon re ce ipt. S uch cha nge  a lso pe rmitte d the  CIAC

re c ip ie n t to  tre a t the  a s s e t cos t a s  a  de pre c ia b le  ta x ba s is  tha t could  be  re fle c te d  a s

deductions  on current and future  tax re turns  ove r the  tax life  of the  re spective  a sse ts .

1

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Be c a u s e  th e  c h a n g e  in  ta x  t re a tm e n t  o f C IAC  b ro u g h t  o n  b y TR A '8 6  h a d  s u c h  a

pote ntia lly s ignifica nt e ffe ct on the  utilitie s  unde r its  jurisdiction, the  Arizona  Corpora tion

Com m is s ion  in itia te d  a n  inqu iry in to  the  is s ue ,  in  Doc ke t No .  U-0000-87-257 . The

Com m is s ion S ta ff conducte d works hops  on J a nua ry 28"" a nd Fe brua ry 12"' of 1987. In

S e pte mbe r 1987, S ta ff is sue d a  Re port which a ddre sse d the  CIAC ta x is sue  a nd conta ine d

ra te ma king re comme nda tions . In De cis ion No. 55774 (Octobe r 21, 1987) the  Commiss ion

a cce pte d the  S ta ff Re port a nd its  re comme nda tions . The  S ta ff Re port is  a tta che d he re to a s

Exhibit KGK-2. De cis ion No. 55774 is  a tta che d a s  Exhibit KGK-3 .

S pe c ifica lly,  Arizona  u tilitie s  we re  provide d  with  two m e thods  for a ddre s s ing  the  ta x

lia bilitie s  a s s ocia te d with CIAC - gros s -up a nd s e lf-pa y. Com pa nie s  us ing the  gros s -up

7



me thod we re  pe rmitte d to re quire  the  re mitte r of CIAC to include  a n a mount re pre se nting

the  a ssocia te d income  ta x lia bility. Compa nie s  e le cting the  se lf-pa y me thod pa id the  ta xe s

the mse lve s . Whe n a  utility s e lf-pa ys  the  ta x on CIAC, a  de fe rre d ta x a s se t (Accumula te d

De fe rre d Incom e  Ta xe s  - CIAC) is  c re a te d.  This  a s s e t re pre s e nts  the  ta x e ffe c t of the

cumula tive  diffe re nce  be twe e n the  wa y the  proce e ds  a re  tre a te d for a ccounting a nd ta x

purpos e s . This  a s s e t is  e xtinguis he d a s  ta x de pre cia tion de ductions  a re  re fle cte d on the

utility's  ta x re turns . De cis ion No. 55774 spe cifica lly a ddre sse s  the  ra te ma king tre a tme nt of

the  defe rred tax asse t on page  3 a t lines 26 through 28: .

If the  u tility u tilize s  the  s e lf-pa y m e thod ,  the n  the  u tility is  a llowe d to
cla im ra te  base  trea tment for its  ave rage  investment in the  tax thus  pa id.

In this  ra te  ca se  UNS  Ele ctric ha s  re fle cte d Accumula te d De fe rre d Income  Ta xe s  - CIAC

in the  manne r required.

I
I
I
I
I
I
I
I
I

What is your recommendation to the Commission?

The re  is  no ba s is  for the  Commiss ion to a cce pt the  a djus tme nt Ms . Dia z Corte z propose s .

UNS  Ele ctric  ha s  corre ctly re fle cte d the  e ffe ct of CIAC in ra te bas e a s  re ductions  of the

b o o k c o s t  o f th e  a s s e ts  to  wh ic h  it  re la te s . The  tre a tm e n t o f the  c o rre s pond ing

Ac c u m u la te d  De fe rre d  In c o m e  Ta xe s  is  c o n s is te n t  with  th e  m a n n e r in  wh ic h  th e

Commission directed such amounts  to be  conside red for ra temaking purposes .

ACCUMULATED DEFERRED INCOME TAXES - A&G.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q .

16 A.

17

18

19

20

21

22 v i .

23

24 Q-

25

26 A.

27

You disagree with an adjustment to Accumulated Deferred Income Taxes

Capitalization that Ms. Diaz Cortez has proposed. Please explain.

Ms. Diaz Cortez - in her Direct Testimony on page 20 .- states that this adjustment relates

to the Company's proposed adjustment that  would change the test-year lev el  of

A&G

8
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Adminis tra tive  a nd Ge ne ra l ("A&G") e xpe ns e s  tha t a re  a lloca te d to CWIP . Els e whe re  in

he r Dire c t Te s tim ony,  Ms .  Dia z  Corte z  re com m e nds  tha t the  Com m is s ion  re je c t the

Compa ny's  proposa l. In conne ction the re with, she  ha s  include d this  a djus tme nt to incre a se

the  a mount of Accumula te d De fe rre d Income  Ta xe s  tha t a re  de ducte d from ra te  ba se . This

a d ju s tm e n t  is  u n n e c e s s a ry,  e v e n  if th e  C o m m is s io n  a c c e p ts  Ms . Dia z  C o rte z

re com m e nda tion  to  re je c t the  Com pa ny's  p ropos e d  a d jus tm e nt. Th e  C o m p a n y is

propos ing a n a djus tme nt to re duce  the  te s t ye a r le ve l of A&G e xpe nse s  cha rge d to CWIP

a nd to  corre s pondingly inc re a s e  the  a m ount re m a in ing  in  O pe ra ting  Expe ns e . This

adjus tment is  prospective  in na ture

The  a m oun t o f c a p ita liz e d  A&G  e xpe ns e s  is  c om pu te d  d iffe re n tly fo r book a nd  ta x

purpos e s ,  with  the  a m ount c a p ita liz e d  fo r book purpos e s  typ ic a lly g re a te r tha n  tha t

ca pita lize d for ta x purpos e s , the re by re s ulting in a  la rge r curre nt de duction for ta x. As  a

re s ult,  the re  is  a  corre s ponding book-ta x tim ing diffe re nce  tha t g ive s  ris e  to  de fe rre d

income  ta xe s . The  e ffe ct of the  Compa ny's  propose d A&G a djus tme nt re duce s  the  re la te d

book-ta x tim ing diffe re nce ,  by inc re a s ing book e xpe ns e s  while  the  corre s ponding ta x

de ductible  a mount re ma ine d the  s a me . This  wa s  re fle c te d  in  the  com puta tion  of both

curre n t a nd  de fe rre d  incom e  ta xe s . Howe ve r,  s inc e  the  p ropos e d  a d jus tm e n t wa s

prospe ctive  in na ture , the re  ne e de d to be  no corre sponding a djus tme nt ma de  to the  re la te d

portion of the  e nd-of-te s t ye a r ba la nce  of Accumula te d De fe rre d Income  Ta xe s  de ducte d

from ra te  ba se . S ince  the  proposed adjus tment did not re sult in any change  to Accumula ted

De fe rre d Income  Ta xe s , a  re je ction of the  propose d a djus tme nt like wise  doe s  not re quire

any adjus tment to Accumula ted Defe rred Income  Taxes
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1

2

3

4

but the y ma ke  no a tte mpt to norma lize  or a djus t S WG cos ts  to re fle ct the  fa ct tha t S WG

ra te  ca se  e xpe nse  wa s  for outs ide  consulta nts  only. This  ra te  ca se  e xpe nse  did not include

the  ma jor re a l cos t of litiga ting a  ra te  ca s e , which we re  a lloca te d to the  S WG's  Arizona

divis ion a nd include d in ba se  ra te s  for tha t divis ion. The  cle a r e vide nce  is  tha t S WG could

not litiga te  a  ra te  ca se  for $265,000 if it did not ha ve  its  sha re d se rvice  de pa mne nts  cos t

built into its  ba se  ra te s .

E. Pavroll Adjustment.

Q. Did the Company propose a change to its originally filed payroll expense adjustment

in it Rebuttal filing?

Ye s . Afte r re v ie wing  S ta ffs  Dire c t Te s tim ony a nd  a cce pting  the ir a d jus tm e nts  for a

postage  ra te  increase  tha t became e ffective  in ea rly 2007, and property tax ra te  changes tha t

a re  e ffe ctive  in 2008, the  Compa ny re a lize d tha t it ha d ove rlooke d the  obvious  pa yroll ra te

incre a s e  tha t be ca m e  e ffe ctive  J a nua ry 2007. The s e  ra te s  we re  a pplie d  to  te s t-ye a r

employee  leve ls  and do not conside r employee  leve l increases  a fte r the  end of the  te s t yea r,

but only the  additiona l wage  increase  to each employee  exis ting a t the  end of the  te s t yea r.
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Q- Has Staff opposed this new adjustment?

It is  not comple te ly clear from Mr. Smith's  Surrebutta l Testimony, but Staff did not include

it in their cost of service  (pending receipt and analysis  of responses to Staff Data  requests

se ts  20 and 21. S ta ff seems to be  insinua ting through Mr. Smith's  Surrebutta l Testimony

tha t this  is  an e rror tha t we  did not inform them of a t an ea rlie r da te  in re sponse  to S ta ff

Da ta  reques t STF 3.88. But S ta ff accepted the  Company's  revised bad debt expense

a djus tme nt tha t wa s  a ctua lly corre cting a n e rror tha t wa s  not re porte d prior to the

Company's  Rebutta l Filing and which Staff had the  same amount of time to evaluate . The

payroll adjustment is  s imply increasing normalized payroll by an additional 3% for the  ra te

A.

A.

11



1 incre a se  e ffe ctive  J a nua ry 2007. It is  ba se d on known a nd me a sura ble  wa ge  ra te  incre a se s

a nd should be  a llowe d.2

3

4 F . Overtime Adjustment.

Q. Did the Company propose a change to its originally fi led overtime expense

adjustment in it Rebuttal Filing?

Ye s . As  I te s tify to  in  m y Re butta l Te s tim ony, the  Com pa ny ha d a cce pte d a  propos e d

me thod for ca lcula ting norma lize d ove rtime  e xpe nse  by Mr. S mith in the  UNS  Ga s  ca se .

This  took pla ce  a fte r the  dire ct ca s e  ha d be e n file d in the  UNS  Ele ctric  ca s e . It wa s  my

a ssumption tha t Mr. S mith would use  the  sa me  me thodology in his  dire ct filing in this  ca se

a s  we ll. Mr. S mith did not propos e  a ny a djus tme nt to the  ove rtime  e xpe ns e  in his  Dire ct

Te s tim o n y a n d  th e re fo re  th e  C o m p a n y p ro p o s e d  th e  re v is e d  le v e l in  th e  R e b u tta l

Te s timony.
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Q- Has Staff opposed this new adjustment?

Ye s . Mr. S mith a s se rts  tha t his  a na lys is  shows  tha t the  me thod tha t UNS  Ga s  use d in its

d ire c t tiling  produce d too h igh a n  ove rtim e  a m ount,  but the  s a m e  m e thod in  the  UNS

Ele ctric ca se  produce d a n a mount tha t wa s  jus t right. Howe ve r, the  me thod he  propose d in

the  UNS  Ga s  ca s e  produce d a n  a m ount tha t wa s  jus t right,  bu t whe n a pplie d  to  UNS

Ele ctric produce s  a n a mount tha t is  too high. While  e a ch ca se  s ta nds  on its  own me rits , the

me thodology use d for UNS  Ga s  a nd for UNS  Ele ctric should be  the  sa me . In the  UNS  Ga s

ra te  ca s e , UNS  Ga s  a gre e d with the  m e thodology propos e d by Mr. S m ith. But for UNS

Ele ctric , Mr. S mith now re comme nds  the  me thodology he  re je cte d in UNS  Ga s , without

a ny re a s on dis tinguis hing UNS  Ele ctric  from  UNS  Ga s  - othe r tha n it produce s  a  lowe r

a m ount.  The  bottom  line  is  tha t the  m e thod Mr.  S m ith  re com m e nde d for UNS  Ga s  is

re a s ona ble  for both  UNS  Ga s  a nd UNS  Ele c tric ,  it g ive s  the  prope r re s ult in  the  UNS

A.

A.

1 2
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but the y ma ke  no a tte mpt to norma lize  or a djus t S WG cos ts  to re fle ct the  fa ct tha t S WG

ra te  ca se  e xpe nse  wa s  for outs ide  consulta nts  only. This  ra te  ca se  e xpe nse  did not include

the  m a jor re a l cos t of litiga ting a  ra te  ca s e , which we re  a lloca te d to the  S WG's  Arizona

divis ion a nd include d in ba se  ra te s  for tha t divis ion. The  cle a r e vide nce  is  tha t S WG could

not litiga te  a  ra te  ca s e  for $265,000 if it did not ha ve  its  s ha re d s e rvice  de pa rtme nts  cos t

built into its  ba se  ra te s .

E. Pavroll Adjustment.

Did the Company propose a change to its originally filed payroll expense adjustment

in it Rebuttal filing?

Ye s . Afte r re v ie wing  S ta ffs  Dire c t Te s tim ony a nd  a cce p ting  the ir a d jus tm e nts  fo r a

postage  ra te  increase  tha t became  e ffective  in ea rly 2007, and property tax ra te  changes  tha t

a re  e ffe ctive  in 2008, the  Compa ny re a lize d tha t it ha d ove rlooke d the  obvious  pa yroll ra te

incre a s e  tha t be ca m e  e ffe c tive  J a nua ry 2007. The s e  ra te s  we re  a pplie d  to  te s t-ye a r

employee  leve ls  and do not conside r employee  leve l increases  a fte r the  end of the  te s t yea r,

but only the  additiona l wage  increa se  to e ach employee  exis ting a t the  end of the  te s t yea r.
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Has Staff opposed this new adjustment?

It is  not comple te ly clea r from Mr. Smith's  Surrebutta l Tes timony, but S ta ff did not include

it in the ir cost of service  (pending rece ipt and analysis  of responses to Staff Data  requests

se ts  20 and 21. S ta ff seems to be  ins inua ting through Mr. Smith's  Surrebutta l Tes timony

tha t this  is an error tha t We  did not inform them of a t an ea rlie r date in response to S ta ff

Da ta  re que s t STF 3.88. But S ta ff a ccepted the  Company's  revised bad debt expense

a djus tme nt tha t wa s  a ctua lly corre cting a n e rror tha t wa s  not re porte d prior to  the

Company's  Rebutta l Filing and which Staff had the  same amount of time to evalua te . The

payroll adjustment is  s imply increasing nonnalized payroll by an additiona l 3% for the  ra te

11
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Q- And that is much like the salary and wage

increases that Mr. Dukes has testified to that also went

into effect January 1st of 2007; correct?

A. Well, the problem with the wage, the 2007 wage

increase is that in the test year we give them -- we

normalize it to the end of the year rates so that it

reflects the expense that would have occurred had they

been being paid their June 30th rates or even, I don't

know if it was January 1 of 2007 or whatever, for the

entire test year.

If you go into the 2007 rates, that is double

counting. We have already established the historical test

year with the normalized labor expense. Now you go and

add in a 2007 increase, and that's apple and oranges to

determining that there is a postage increase or a property

tax increase.

Q. Sir, let me go into the, quote/unquote, apples

and oranges comparison quote that you just .made.

You would agree with me that the salary and wage

increases went into effect January let of 2007? You have

no reason to dispute Mr. Dukes' testimony on that point,

do you?

A.

Q.

A.
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No.

And that was for existing employees; correct?

I believe his calculation did that, yes.
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Q- Those existing employees provide service to

existing customers; correct?

A.

A.

Yes.

Q. And these employees were providing services to

customers in December of '06; correct?

A. You mean the end of the test year, June 30th?

Q. I'm talking about December of '06. These

employees that we're talking about -- they received wage

and salary increases in January of '07 -- were providing

services for customers in December of '06.

Yes.

Q. And they were providing -- now that you bring it

up, they were providing services to customers back in June

of '06; correct?

A. Correct.

Q. And they were providing services in January of

2007, correct, to these existing customers?

A. Yes.

Q- Okay. So we have a known and measurable change

to existing employees providing service to existing

customers; correct?

A. It is an annual adjustment that is made to the

1
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labor expense.

For the test year we recognize that and

normalized it. To accept the normalized level and an
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already in effect. Staff has also proposed an adjustment to decrease property tax expense

based on the  property tax assessment ra te  tha t is  known, measurable  and tha t will be  in

e ffect in 2007. Cons is tent with those  proposed adjus tments  the re  a re  some  othe r ra te

cha nge s  tha t a re  known a nd me a sura ble  a t this  time , tha t we re  not a t the  time  of the

Compa ny's  origina l filing. Wa ge  incre a s e s  we nt into e ffe ct for the  cla s s ifie d a nd

uncla s s ifie d e mploye e s  of UNS  Ele ctric a nd TEP  for the  ye a r 2007. The  contra ct for

wage increases for union employees for 2007 is  a lso currently known and measurable  as

there is already an approved contract in place.

1. Normalized Overtime Expense.
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What is the revised adjustment for normalized overtime expense?

In UNS Gas, Inc.'s most recent Rate Case (Docket No. G-04204A-06-0463), Mr. Smith

proposed an adjustment to normalize overtime based on a two-year average including the

test year and the year immediately preceding the test year. The adjustment took the two-

year average for overtime and applied the percentage increase associated with regular

payroll charged to O&M expense. The adjustment proposed by Staff reduced UNS Gas'

payroll adjustment by approximately $123,010. In the UNS Gas case I accepted Mr.

Smith's adjustment as I believed it did more accurately reflect a normalized level of

overtime expense versus the calculation I had originally sponsored.

In the  curre nt ca se  I use d the  sa me  ca lcula tion for norma lize d ove rtime  e xpe nse  a s  I did

origina lly in  the  UNS  Ga s  Ra te  Ca s e . I be lie ve  the  Mr. S m ith propos e d form a t in  tha t

ca se  more  a ccura te ly re fle cts  the  norma lize d le ve l of ove rtime  e xpe nse  for UNS  Ele ctric.

The re fore , I ha ve  re ca lcula te d norma lize d ove rtime  e xpe nse  ba se d on the  sa me  me thod

Mr. S m ith propos e d - a nd I a cce pte d . . . .  in  the  UNS  Ga s  ca s e . Tha t ne w a djus tm e nt

re sults  in an increase  to pro forma  payroll expense  of $139,201 .

20
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F. Incentive Compensation (Staff Adjustment C-7).

Q,

A.

Mr. Du ke s , c a n  yo u  b r ie fly s u m m a r ize  Mr . S m ith ' s  a d ju s tm e n t  to  te s t  ye a r

Incentive Compens ation?

Yes. Mr. S mith ha s  s ugge s te d a n e qua l s ha ring of the  cos ts  a s s ocia te d with the

Compa ny's  va rious  e mploye e  ince ntive  progra ms . Mr. S mith's  prima ry re a soning for

th is  s ha ring  is  tha t it s trike s  the  ba la nce  be twe e n the  be ne fits  a tta ine d  by both

shareholders and customers. He  a lso re fe re nce s  a  re ce nt Commiss ion De cis ion No.

68487 (Fe brua ry 23, 2006) - the  S outhwe s t Ga s  Corpora tion ("S WG") ra te  ca se  - in

which die  Commis s ion a dopte d s uch a  re comme nda tion for S WG's  ma na ge me nt

ince ntive  pla n ("MIP ").

1 . Performance Enhancement Plan ("PEP").

Do you agree with Mr. Smith's adjustments related to the PEP?

No, I do not. Mr. Smith's  suggested sharing of the  PEP program cost has to be  based on

an assumption that the  program is somehow an additional cost to the  customers over and

above what he deems to be reasonable costs for employee compensation. It also suggests

tha t the  spe cific goa ls  or ta rge ts  of the  progra m a re  the  only be ne fits  a nd some how

e qua lly be ne fit s ha re holde rs  a nd cus tome rs  a like . I s trongly dis a gre e  with  thos e

assumptions  inherit in MI. Smith's  adjustment.
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Can you provide more detail as to why you disagree with Mr. Smith?

Ce rta inly. The  e vide nce  I dis cus s  be low s hows  tha t UNS  Ele ctric's  tota l e mploye e

compensation including the PEP program is reasonable and to deny recovery of such is to

insure  tha t UNS Electric will not have  a  reasonable  opportunity to recover its  ope ra ting

cost. And ne ither Staff nor RUCO assert tha t the  tota l employee  compensation including

6



PEP is  unre a sona ble .

compensation structure.

In  e ffe ct, UNS  Ele c tric  is  be ing  pe na lize d  s imply fo r its

I believe the PEP program costs are  actually a  net savings to customers. I a lso believe the

program provides a  valuable  management tool to promote increased earnings, to promote

a dditiona l cos t s a vings , to motiva te  individua l e mploye e s , to e ncoura ge  groups  of

employees  to work toge the r to impact specific goa ls , and to a id in the  re tention of the

highe r-pe rforming employees . All o f the s e  a re  u ltima te ly be ne fits  pa s s e d  on  to

customers.

The  goa ls  or ta rge ts  of the  curre nt P EP  progra m a re  a ls o he a vily we ighte d towa rd

providing be ne fits  to cus tome rs . The  program uses  financia l pe rformance  measures

weighted a t 30%, opera tiona l cos t conta inment we ighted a t 30% and cus tomer se rvice

goa ls  a t 40%. I would a rgue  tha t the  potentia l benefits  of the  current program goa ls  and

objectives merit full recovery of the  expense  as  it provides benefits  to the  customers and

doesn't provide for unreasonable salary and wage expense.
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No party disputes  tha t the  PEP program actua lly reduces  the  ultimate  cost passed on to

cus tome rs  in the  form of re duce d pa yroll a nd be ne fits  cos t. It is  counte r-intuitive  to

pena lize  the  Company for having an employee  compensa tion program tha t reduces  the

ultima te  cos ts  pa ssed on to the  cus tomers , tha t promotes  increased sa fe ty, increased

customer service , the  reduction of operating costs  and increases the  financia l soundness

o f the  Compa ny a nd  doe s  no t re s u lt in  un re a s ona b le  o r imprude n t e mploye e

compensation levels.
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DOCKET no. E-01345A-05-0816 ET AL.

l ("Pinnacle West"), rather than the operational performance of APS as a public utility.26 Staff

2 8 recommends the costs of the cash-based incentive plan be included 'm rates because the TY level of

3 8 those costs was tied to performance measures that benefit APS' customers.

4 APS argues that the issue is whether APS compensation, including incentives, is reasonable.

5 APS does not believe that the Commission should look at how that compensation is determined or its

6 8ndivi<1ua1 components, but rather should just look at the total compensation. The Company argues

7 1 that the interests of investors and consumers are not in fundamental conflict over the issue of

8 financial performance, because both want the Company to be able to attract needed capital at a

9 reasonable cost.

10 We agree with Staff that APS' stock-based based incentivecompensation expense should not

11 Abe included in the cost of service used to set rates. Contrary to APS' argument that we should not

12 look at how compensation is determined, we do not believe rates paid by ratepayers should include

13 costs of a program where an employee has an incentive to perform in a manner that could negatively

14 E affect the Company's provision of safe, reliable utility service at a reasonable rate. As testified to by

15 ; Staff witness Dittmer and set out in Staffs Initial Brief; "[e]nhanced earnings levels can sometimes

16 be achieved by short-tenn management decisions that may not encourage the development of safe
i
I

For example, some maintenance can be17 and reliable utility service at the lowest long-term cost.

18 temporarily deferred, thereby boosting earnings... But delaying maintenance can lead to safety

19 1 concerns or higher subsequent 'catch-up' costs." (Staff Initial Brief; pp. 31-31) To the extent that
I

20 2 Pinnacle West shareholders wish to compensate ANS management for its enhanced earnings, they

21 may do so, but it is not appropriate for the utility's ratepayers to provide such incentive and

22 compensation. Accordingly, we will reduce operating expense by $4,487,657."

23 2.

24 !

Cash-Based kxcentive Compensation

APS incurred approximately $17.8 million of cash-based (variable) incentive expense during

25

26

27

28

.. pa "Awards are based on the Company's compound annual growth rate in Earnings Per Share over a three~year
performance period relative to the S&P Electric Utilities Super Composite EPS growth rate over the same period." APS

I Exhibit No. 5 l, Gordon Rebuttal, p. 21.
1 27 ACC Jurisdictional amount, Staff Initial Brief] Revised Joint Accounting Schedule, Schedule C~l3.

ie
36 DECIS ION n o . 69663
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1 the Ty.2x APS' variable incentive program is an "at risk" pay program where a part of an employee's

2 annual cash compensation is put at risk and expectations are established for the employee at the start

3 of the year. If certain performance results are achieved, a predictable award will be earned based

4 upon objective criteria. The actual amount of the award depends upon the achieved results. The

5 intent of the plan is to: link pay with business performance and personal contributions to results,

6 motivate participants to achieve higher levels of performance, communicate and focus on eNded

7 success measures, reinforce desired business behaviors, as well as results, and to reinforce an

8 employee ownership culture (APS Exhibit No. 51, Gordon Rebuttal, p. 8) Staff did not oppose

9 inclusion of the TY variable incentive expense in cost of service, noting that although corporate

10 earnings serve as a threshold or precondition to the payout, the TY level of expense is tied primarily

l l to performance measures that directly benefit APS customers. (Staff Exhibit No. 43, Dittmer Direct,

12 p. 110)

13 RUCO proposed an adjustment reducing APS' cash-based incentive program expense by

14 approximately 20 percent, or $4,563,000. The adjustment is based on a policy recommendation that

15 ratepayers should not be expected to shoulder the entire incentive program that allows APS

.16 employees to earn additional compensation when APS ratepayers have experienced repeated rate

17 increases over the past two years. APS opposes RUCO's adjustment as arbitrary and without

18 analysis or justification. In its Reply Brief; RUCO indicatwMat it is not recommending adoption of

19 both the RUCO and the Staff adjustment to incentive pay, and that Commission adoption of either

20 .one would be appropriate. We adopted the Staff adjustment for the reasons set forth above, and

21 believe that adjustment will reflect an appropriate level of incentive compensation. Therefore we will

22 not adopt RUCO's adjustment.

23 2. Uncontested Operating Adjustments

24 a. Spent Fuel Storage

25 No party has disputed APS' final adjustment to increase purchased power and libel costs by

26 $10,653,000 to reflect the Company's ongoing ACC Jurisdictions costs for interim storage of spent

27

28

pa Total expense was $2l,727,033, but the Company voluntarily eliminated Officers' cash-based compensation in the
amount of $3,895,l47, leaving $l7,83 l ,886 in the proposed TY cost of service, Staff Exhibit S-34, Dimmer Direct p. 107,
footnote 3 l .

37 DECIS ION no. 69663
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PEP  is  unre a sona ble . In  e ffe c t,  UNS  Ele c tric  is  be ing  pe na lize d  s imply fo r its

compensation stnlcture .

I believe the PEP program costs are  actually a  net savings to customers. I a lso believe the

program provides a  valuable management tool to promote increased earnings, to promote

a dditiona l cos t s a vings , to motiva te  individua l e mploye e s , to e ncoura ge  groups  of

employees  to work toge the r to impact specific goa ls , and to a id in the  re tention of the

highe r-pe rforming employees . All o f the s e  a re  u ltima te ly be ne fits  pa s s e d  on  to

customers.

The  goa ls  or ta rge ts  of the  curre nt P EP  progra m a re  a ls o he a vily we ighte d towa rd

providing be ne fits  to cus tome rs . The  program uses  financia l pe rformance  measures

weighted a t 30%, opera tiona l cos t conta inment we ighted a t 30% and cus tomer se rvice

goa ls  a t 40%. I would a rgue  tha t the  potentia l benefits  of the  current program goa ls  and

objectives merit full recovery of the  expense  as  it provides benefits  to Me customers and

doesn't provide for unreasonable salary and wage expense.

1

2

3

4

5
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7

8

9
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17
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20

21

22

23

24

25

26

27

No party disputes  tha t the  PEP program actua lly reduces the  ultimate  cost passed on to

cus tome rs  in the  form of re duce d pa yroll a nd be ne fits  cos t. It is  counte r-intuitive  to

pena lize  the  Company for having an employee  compensa tion program tha t reduces  the

ultima te  cos ts  passed on to the  cus tomers , tha t promotes  increased sa fe ty, increased

customer service , the  reduction of operating costs  and increases die  financia l soundness

o f the  Compa ny a nd  doe s  no t re s u lt in  un re a s ona b le  o r imprude n t e mploye e

compensation levels.

7



Q~ Please further explain the PEP and some of the benefits to customers, the Company

A.

and  to  employees .

A more  a ccura te  de s cription of tha t progra m would be  "a  portion of a n individua l's  fa ir

a n d  re a s o n a b le  c o m p e n s a tio n  p u t "a t  ris k" to  e n c o u ra g e  a n d  e n h a n c e  g ro u p  a n d

individua l pe rforma nce ". The  a t-risk compe nsa tion portion is  use d on a n individua l ba s is

to  re wa rd  s pe c ific  pe rform a nce  a nd provide s  m a na ge m e nt with  a n  a dditiona l tool to

e ncoura ge  furthe r cos t S a vings , m otiva te  individua ls  a nd to  e ncoura ge  e m ploye e s  to

impa ct goa ls .
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PEP is at-risk compensation because there are no guarantees to individual employees that

payment will be made, on a Company wide basis a payout between 50-150% is normal

and recurring. The Company's compensation philosophy is to pay at approximately 50%

of market rate for its employees. In benchmarking studies conducted by an outside

consulting firm, non-union positions actual total average cash compensation (inclusive of

incentives) was 11% below 50% of market (or at 39% of market) at UNS Electric, as

Confidential Exhibit DJD-3. Therefore, the overall average PEP layouts are an integral

part of the reasonable compensation necessary to attract and retain employees.

If the PEP program is eliminated, there would be considerable increased pressure on base

compensation. Employee base compensation would eventually have to be increased

toward market to allow the Company to compete in attracting and retaining a sldlled

workforce. It is not reasonable to assume that the Company would be able to continue to

attract employees at compensation rates well below the market median, without the PEP.

Furthermore, to stay competitive in attracting and retaining employees, the market is such

that performance-based, lump sum cash awards are standard practice at 79% of

companies today. So, Staffs recommendation will drive base compensation upward so

that little to no compensation is variable or at risk.

8
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measurable  and is  what should be  the  basis  for eva lua tion. Fourth, the  2005 award was

not an arbitrary award approved by the  Board, but was based on the  remaining goals and

objectives of the  2005 PEP tha t were  achieved and not re la ted to financia l performance .

The  fina ncia l goa l wa s  mis s e d  prima rily a s  a  re s u lt o f a n  unpla nne d  ou ta ge  a t

Springerville . This  award was pa id to rea l employees and was based on rea l e fforts  and

rea l results  they achieved. Fina lly, the  program applies  to "a ll" non-union employees, not

Just managers or executives. The employees provide direct benefits to customers in terms

of ensuring a  high leve l of service , re liability and safe ty.

D. Rate Case Expense (RUCO Income Statement Adjustment 5).

Do you agree with Mr. Moore's adjustment to rate case expense?

No, Mr. Moore's position is similar to Staffs position. I strongly disagree with Mr.

Moore on the same grounds as discussed earlier when I rebutted Mr. Smith's Direct

Testimony.

E. Postage Expense (RUCO Income Statement Adiustment 8).

1
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12 Q.

13 A.
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19 Q .

2 0 A.
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26

27

Do you agree with Mr. Moore's adjustment to postage expense?

No. Mr. Moore takes test year activity and adjusts for recent postal rate increases and

then calculates a test year cost per average customer. He then applies that rate to

RUCO's annualized average number of customers to come up with an annualized postage

expense. This can be a fair approach if costs within the test year are indicative of normal

activity and stable, however postage expense for UNS Electric has fluctuated

significantly.
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me a sura ble  a nd is  wha t should be  the  ba s is  for e va lua tion. Fourth, the  2005 a wa rd wa s

not a n a rbitra ry a wa rd a pprove d by the  Boa rd, but wa s  ba se d on the  re ma ining goa ls  a nd

obje ctive s  of the  2005 P EP  tha t we re  a chie ve d a nd not re la te d to fina ncia l pe rforma nce .

Th e  fin a n c ia l g o a l wa s  m is s e d  p rim a rily a s  a  re s u lt  o f a n  u n p la n n e d  o u ta g e  a t

S pringe rville . This  a wa rd wa s  pa id to re a l e mploye e s  a nd wa s  ba se d on re a l e fforts  a nd

re a l re sults  the y a chie ve d. Fina lly, the  progra m a pplie s  to "a ll" non-union e mploye e s , not

jus t ma na ge rs  or e xe cutive s . The  e mploye e s  provide  dire ct be ne fits  to cus tome rs  in te rms

of e nsuring a  high le ve l of se rvice , re lia bility a nd sa fe ty.

D. Rate Case Expense (RUCO Income Statement Adjustment 5).

Do you agree with Mr. Moore's adjustment to rate case expense?

No, Mr. Moore's position is similar to Staffs position. I strongly disagree with Mr.

Moore on the same grounds as discussed earlier when I rebutted Mr. Smith's Direct

Testimony.

E. Postage Expense (RUCO Income Statement Adjustment 8).
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Do you agree with Mr. Moore's adjustment to postage expense?

No. Mr. Moore tades test year activity and adjusts for recent postal rate increases and

then calculates a test year cost per average customer. He then applies that rate to

RUCO's annualized average number of customers to come up with an annualized postage

expense. This can be a fair approach if costs within the test year are indicative of normal

activity and stable, however postage expense for UNS Electric has fluctuated

significantly.
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| DOCKET no. G-01551A-00-0309 ET AL.

I
I

l limitations on compensation and the exclusion of deferred compensation inthe Basic Retirement Plan

I

2 ~rnv?d~d to other employees.

In arguing that the SERP costs should not be borne by ratepayers, RUCO did not focus on the3

4 overal l  compensat ion package to the Company's top execut ives. There i s  no ev idence that

6

7
3
g
i

8

9

Southwest's"overall compensatiorrpackage is excessive..We will rot rem ve the SEE from allowed

expenses absent such showing.

RUCO proposes to reduce operating expenses by $600,874 to remove Test-Year expenses

associated with employee gilts and dinners, an officer retreat and personal use of Company

automobiles. RUCO states that the Commission has traditionally disallowed expenses associated

l
5

I

10 with employee parties and events andt'lat costs of vehicles for personal use are simply an additional

fl 1 perk that the Company offers to select employees. RUCO argues these costs are not necessary in the

12 provision of gas service and should not be funded by ratepayers.

13

14

15

16

17

18

19

20

Southwest explains that there are two types of employees who drive Company vehicles.

Category B employees drive vehicles as a normal part of their job duties and commuting is their only

personal use. Pursuant to IRS regulations, these employees have three dollars a day added to their

gross income to reflect the commuting value that they receive. The Company benefits from allowing

these employees to take their vehicles home as they can travel directly to work sites. The other type

of employees who receive vehicles are officer and director level employees who are required to track

their vehicle usage between business and personal use. The value of their personal use is included as

non-cash compensation in their income. In this case, the use of the vehicle is a component of the

21

22

II

l

23

employees' overall compensation package. Soudmwest argues that without performing an analysis of

the overal l  compensat ion package,  such costs cannot  be determ ined to be unreasonable or

Unnecessary. As to the rest Of RUCO's adjustment, SouthWest argues that employee recognition

0

25 'F\-» a

.27

24 awardsare necessaryto retain valued employees.

We agree with RUCO's adjustments. "c:nmission historically removes expenses that are

26 not necessary to provide gas service.

RUCO"proposes to reduce operating .expenses by $106,881 to remove the portion of the

28 American Gas Association ("AGA")~ dues related to advertising :and marketing activities and

E

5

15 DECIS ION NO. (97/7-
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These costs represent a portion of the Officers' total compensation that is variable and put

at risk, but are an integral part of a competitive compensation program. This total

compensation is targeted at the median of the peer group as reviewed by an independent

consultant on behalf of the Compensation Committee of the Board of Directors.

As I discusse d pre vious ly a bout the  P EP  progra m a bove , if the  cos ts  of the  progra m a re

re a sona ble , prude nt a nd provide  a  be ne fit to the  cus tome rs , the n the  Compa ny should be

a llowe d to re cove r those  cos ts . The  S ta ff ha s  not pre se nte d a ny e vide nce  to de mons tra te

tha t the  compe nsa tion a nd be ne fit pa cka ge s  of the  Office rs  of TEP  a nd UNS  Ele ctric a re

not re a s ona ble . No pa rty s ta te s  tha t the  pa cka ge  is  unre a s ona ble  or e xce s s ive , or tha t

re fute s  the  evidence  the  Company provided tha t the  cos ts  a re  a t the  median of marke t and

a re  ne ce ssa ry, re a sona ble  a nd prude nt cos t incurre d to a ttra ct a nd re ta in the  Office r's  of

TEP  a nd UNS  Ele ctric.

3. Supplemental Executive Retirement Plan ("SERP") (Staff Adjustment
C-8).

Please describe the SERP program.

SERP is  a  re tire me nt progra m tha t a llows  Office rs  to ha ve  proportiona te ly e quiva le nt

re tire me nt be ne fits  to a ll othe r e ligible  e mploye e s . The  a mount tha t Mr. S mith  is

recommending be  disa llowed primarily represents  benefit cost a lloca ted to UNS Electric

from TEP.
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Q. Do you agree with Mr. Smith's adjustment to remove 100% of the SERP expenses

allocated to UNSG?

No, I do not. I re cognize  tha t Mr. S mith ha s  re lie d upon Commiss ion's  re ce nt de cis ion in

the  S WG ra te  ca se  (De cis ion No. 68487) tha t disa llowe d the  re cove ry of S ERP  e xpe nse s .

The  S ERP  program is  a  portion of the  compensa tion and bene fits  package  made  ava ilable

A.

1 4



r

to  UniS ource  Office rs . The  le ve l of compe ns a tion , ince ntive s  a nd  be ne fits  a re  a ll

d e te rm in e d  b y th e  C o m p e n s a tio n  C o m m itte e  o f th e  Bo a rd  th a t is  c o m p ris e d  o f

independent Board members .

The  re a s on a  progra m like  S ERP  is  ne ce s s a ry is  be ca us e  of funding de ductibility limits

de fine d within the  Inte rna l Re ve nue  Code . And thos e  funding limits  a re  s e t ba s e d on ta x

re ve n u e  c o lle c tio n  n e e d s ,  n o t o n  th e  p o in t a t wh ic h  it is  n o  lo n g e r fa ir to  p ro vid e

re tire me nt be ne fits . The y a re  not a  guide line  for how much is  fa ir a nd re a s ona ble  a s  pa rt

of a n e mploye e  be ne fit progra m. The  e va lua tion of tha t s hould be  the  re a s ona ble ne s s  of

the  compe ns a tion a nd the  e xe cutive  be ne fit pa cka ge  its e lf. All UNS  Ele ctric is  a s ldng for

he re  is  to a llow e xe cutive s  to ha ve  the  s a me  proportion or le ve l of re tire me nt be ne fits  a s

for othe r Compa ny e mploye e s .

G. Stock Based Compensation (Staff Adjustment C-9).

Q, Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding Stock

I
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A.

Based Compensation?

No. Mr. Smith asserts that the test-year expense represents compensation over and above

the officer's normal levels of compensation. The test-year stock based compensation

expenses allocated to UNS Electric is a portion of the normal and recurring compensation

and benefits package made available to Of f icers and Directors, It also gives added

incentive for Officers and Directors to be invested in the Company as opposed to cash-

based compensation. The level of compensation, incentives and benefits provided to

Officers and Directors as a part of their total compensation are all determined by the

Compensation Committee of the Board that is comprised of independent Board members.

The reasonableness of the amount of compensation and benefit package, which is not

15
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have a  much greater proportion of their compensation at-risk.

3. Supplemental Executive Retirement Plan ("SERP").

I
I
I
I

Q- Mr . Smith address the Supplemental Executive his

Surrebuttal Testimony?

Yes. Mr. Smith again cites the most recent rate decision for Southwest Gas Corporation

("SWG") -- Decision No. 68478 (February 23, 2006) - where the Commission disallowed

the recovery of SERP expense.

Did Retirement Plan in

Q. Are there any additional comments you would like to make about the Supplemental

Executive Retirement Plan?

I
I
I
I
I
I

1

2

3

4

5

6 A.

7

8

9

1 0

12 A.

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Yes. I would like  to re ite ra te  why a  program like  SERP is  necessa ry. In a  recent decis ion

involving the  Nevada  Power Company ("np")L which I cite  in my Rebutta l te s timony, the

Nevada  Public Utility Commiss ion found tha t SERP expenses  could be  fully recove red.

Factors  considered by the  Nevada  Commission included tha t the  plan does  not enhance

be ne fits , but only re s tore s  be ne fits  to the  e quiva le nt le ve l of the  othe r e mploye e s .

Additiona lly, informa tion pre se nte d in the  De cis ion wa s  the  e vide nce  in the  re cord of a

da tabase  of 2004 executive  benefit practices , The  evidence  was of a  Towers  Perrin da ta

ba se  re porting tha t 96% of e ne rgy/utility compa nie s  offe re d S ERP . And tha t a  s imila r

re vie w of a  2006 e xe cutive  da ta ba se , Towe rs  P e rrin re porte d 93% of ge ne ra l indus try

companies  offer SERP. I respectfully disagree  with the  recent findings of the  Commission

to deny recovery of these  normal and recurring costs  of providing utility. As shown by the

informa tion provide d in the  NPC de cis ion, it would be  a  s ignifica nt disa dva nta ge  to the

Company in .its  e fforts  to re ta in and to a ttract Executives  if it did not offe r SERP to insure

tha t those  individuals ' benefits  a re  on par with the ir own coworkers  and equivalent to what

they can obta in e lsewhere . These  are  not abnormal or specia l benefits  that should be  paid

by the  Shareholders, but are  a  normal and recurring cost of providing utility service .

9
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Page 896

Q. These are the same type of benefits that

non-executives get; correct?

A. Yes.

Q. In other words, the rank and file, as you put it,

receive health, dental and vision benefits in general;

correct?

A.
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Right. There are significant particular perks

they receive that we chose not to adjust.

Q- And these executives that we are talking about,

you would agree with me that they have a responsibility to

also ensure reliable service is being provided to the

customers?

A. Yes.

Q. I mean, ultimately they are on the hook; correct?

A. Correct.

Q- Okay. And reliable service is also being

provided at reasonable rates; correct? These executives

are not solely for the benefit of the shareholder;

correct?

A. No.

Q- Because as we talked about they have this

responsibility to ensure reliable service is being

provided?

A. And that is why we chose not to make adjustments

to their salaries and all of those other benefits, which
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Q, What would the impact be on UNS Electric if all administrative and general support

costs from TEP were allocated based on the same methodology as SWG?

The  a lloca tions  to UNS  Ele ctric  from TEP  for s ha re d s e rvice s  (la bor & burde ns ) would

incre a s e  a pproxim a te ly $2.3  m illion a nnua lly.  This  inform a tion is  provide d in  Exhibit

DJ D-4 a tta che d to my Re butta l Te s timony.

Do you believe that UNS Electric should be allowed to collect all of these rate case

I
I

expenses?

Yes, because diesel are the actual and legitimate outside service costs incurred in the

process of  preparing and defending the UNS Electric rate case. In this particular

instance, i t wil l  amount to about $200,000 being buil t into base rates for rate case

expense. UNS Electric's adjustment is basically equivalent to adding an incremental

amount to base rates based on actual usage, versus just simply allocating portions of

departments and charging them to UNS Electric whether used or not. It would be unduly

burdensome to allocate all of the shared service department cost of TEP to UNS Electric

on an indirect basis. However, i t  is ds unfdr for TEP to prov ide serv ices to UNS

Electric that are not reimbursed; thus TEP and its customers would be subsidizing UNS

Electric's customers. ,

1 . Edison Electric Institute ("EEl") (Staff Adjustment C-12).

I
I

1

2

3 A.

4

5

6

7 Q .

8

9 A.

10

12

13

14

15

16

17

18

19

20

21

22 Q .

23

24 A.

25

26

27

Do you agree with Mr. Smith's adjustment to reduce the Company's test-year level

of EEl dues?

P a rtia lly. I a gre e  tha t ba se d on the  his torica l s ta nda rd of e xcluding lobbying cos t we

should have  excluded the  EEl Utility Air Regula tory Group ("UARG") dues . However, I

disagree  with Mr. Smith's  exclus ion of 49.93 percent of EEl core  dues . Mr. S mith wa s

provided extens ive  information in discovery about the  multitude  of benefits  provided to

1 7
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disputed, should be the determining factors evaluated to determine if the expenses can be

recovered as part of the Company's cost of service.

H. Rate Case Expense (Staff Adjustment C-11).

Do you agree  with Mr. Smith 's  adjus tment for Rate Case Expense?

No. Mr. S mith a tte mpts  to compa re  the  UNS  Ele ctric ra te  ca s e  cos t to S WG's  mos t

recent ra te  ca se  and implie s  tha t SWG and UNS Electric a re  comparable  companie s .

That assumption is  flawed.

SWG is  one  e ntity with ope ra tions  in Arizona , Ne va da  a nd southe rn Ca lifornia . SWG

indirectly a lloca tes  its  Executive  adminis tra tion and corpora te  shared services  cost to its

jurisdictional regula ted opera tions based on a  Massachusetts  Formula . By contrast, TEP

is  a  comple te ly s e pa ra te  re gula te d  u tility. TEP  indire ctly a lloca te s  Exe cutive

adminis tra tion cos t through a  s imila r Massachuse tts  Formula  approach. However, TEP

directly a lloca tes  the  actua l cost for se rvices  provided to UNS Electric by shared service

departments  of TEP. As  a  pa rt of tha t process  the  sha red se rvice  departments  directly

charged UNS Electric for services provided in direct support of this  ra te  case  incrementa l

to the ir normal and recurring activities .
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For example , the  SWG's  Arizona  jurisdictiona l opera tions  ge ts  approximate ly 55% of dl

shared service  cost from "Corpora te" whether they use  it or not. In essence , the  Arizona

cus tome rs  pa y for 50% of the  a ccounting de pa rtme nt, 50% of the  pla nt a ccounting

department, 50% of the  ra tes /pricing department, 50% of the  lega l department, 50% of

the  pa rable s  depa rtment, 50% of the  budge ting and 50% for othe r depa rtments . UNS

Electric has none of these departments in house, it is only charged for shared services that

it uses and obtains from TEP. And in the case of rate  case support those incremental cost

were charged to and deferred on the balance sheet of UNS Electric.

16
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disputed, should be the determining factors evaluated to determine if the expenses can be

recovered as part of the Company's cost of service.

H. Rate Case Expense (Staff Adjustment C-11).

Do you agree with Mr. Smith's adjustment for Rate Case Expense?

No. Mr. Smith attempts to compare the UNS Electric rate case cost to SWG's most

recent rate case and implies that SWG and UNS Electric are comparable companies.

That assumption is  flawed.

S WG is  one  e ntity with ope ra tions  in Arizona , Ne va da  a nd southe rn Cdifomia . S WG
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indirectly a lloca tes  its  Executive  adminis tra tion and corpora te  shared se rvices  cost to its

jurisdictional regula ted opera tions based on a  Massachusetts  Formula . By contrast, TEP

is  a  comple te ly s e pa ra te  re gula te d  u tility. TEP  indire ctly a lloca te s  Exe cutive

adminis tra tion cos t through a  s imila r Massachuse tts  Formula  approach. However, TEP

directly a lloca tes  the  actua l cost for se rvices  provided to UNS Electric by shared service

departments  of TEP. As  a  pa rt of tha t process  the  sha red se rvice  departments  directly

charged UNS Electric for services provided in direct support of this  ra te  case  incrementa l

to die ir nonna  and recurring activitie s .

For e xa mple , the  S WG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha re d se rvice  cos t from "Corpora te " whe the r the y use  it or not. In e s se nce , the  Arizona

c us tom e rs  pa y fo r 50% of the  a c c oun ting  de pa rtm e n t,  50% of the  p la n t a c c oun ting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtm e nt,  50% of the  budge ting a nd 50% for othe r de pa rtm e nts .  UNS

Electric ha s  none  of the se  depa rtments  in house , it is  only cha rged for sha red se rvice s  tha t

it use s  a nd obta ins  from TEP . And in the  ca se  of ra te  ca se  support those  incre me nta l cos t

were  cha rged to and de fe rred on the  ba lance  shee t of UNS  Electric.

1 6
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disputed, should be the determining factors evaluated to determine if the expenses can be

recovered as part of the Company's cost of service.

H . Rate Case Expense (Staff Adjustment C-11).

Do  yo u  a g re e  with  Mr. S m ith 's  a d ju s tm e n t fo r Ra te  Ca s e  Exp e n s e ?

No.  Mr.  S m ith  a tte m pts  to  com pa re  the  UNS  E le c tric  ra te  ca s e  cos t to  S WG 's  m os t

re ce nt ra te  ca s e  a nd im plie s  tha t S WG a nd UNS  Ele c tric  a re  com pa ra ble  com pa nie s .

That assumption is  flawed.

SWG is  one  e ntity with ope ra tions  in Arizona , Ne va da  a nd southe rn Ca lifornia . SWG
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indirectly a lloca tes  its  Executive  adminis tra tion and corpora te  shared se rvices  cost to its

jurisdictional regula ted opera tions based on a  Massachusetts  Formula . By contrast, TEP

is  a  comple te ly s e pa ra te  re gula te d  u tility. TEP  indire ctly a lloca te s  Exe cutive

adminis tra tion cos t through a  s imila r Massachuse tts  Formula  approach. However, TEP

directly a lloca tes  the  actua l cost for se rvices  provided to UNS Electric by shared service

departments  of TEP. As  a  pa rt of tha t process  the  sha red se rvice  depa rtments  directly

charged UNS Electric for services provided in direct support of this  ra te  case  incrementa l

to the ir nonna  and recurring activitie s .

For e xa mple , the  S WG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha re d s e rvice  cos t from "Corpora te " whe the r the y use  it or not. In e s se nce , the  Arizona

c us tom e rs  pa y fo r 50% of the  a c c oun ting  de pa rtm e n t,  50% of the  p la n t a c c oun ting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtm e nt,  50% of the  budge ting a nd 50% for othe r de pa rtm e nts .  UNS

Electric ha s  none  of the se  depa rtments  in house , it is  only cha rged for sha red se rvice s  tha t

it use s  a nd obta ins  from TEP . And in the  ca se  of ra te  ca se  support those  incre me nta l cos t

were  cha rged to and de fe rred on the  ba lance  shee t of UNS  Electric.
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RUCO'S RESPONSE TO
UNS ELECTRIC, INC'S

FIRST SET OF DATA REQUESTS
DOCKET no. E_04204A-06-0783

b.

c.

UNSE 1-17: W ith regards to RUCO's Operating Income Adjustment No. 5 - as
described in Mr. Moore's Direct Testimony at page 17 - please describe if
and how Mr. Moore disagrees with any of the following statements:
a. Unlike other utilities providing service in the state, UNS Electric

does not have internal personnel and support services built into its
base rates.
TEP employees who perform services for UNS Electric directly
record those costs to UNS Electric, as opposed to using the
Massachusetts Formula to allocate such services.
That RUCO based its rate case expense recommendation for UNS
Gas in Docket No. G-04204A-06-0463 on what was granted as
rate case expense for Southwest Gas Corporation in Decision No.
68487 (February 23, 2006).
That Southwest Gas Corporation's system-allocated labor costs
were 6.38 percent of operating expenses.
That Southwest Gas Corporation has internal personnel and
support services built into its base rates.

e.

Re s pons e : Rodney L. Moore

I
I
I
I

a. - e. I agree with statement.

d.

IMJ XE - 0
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with the  Commiss ion. Howe ve r, the  "qua lity of se rvice " de s igna tion is  ra the r broa d a nd

includes  issues  ltha t do not necessa rily involve  an inte raction with the  ca ll cente r. Issues

which may be  coded a  quality of service  compla int include  Fie ld or Premises Visit, Outage

or Interruptions, Voltage , and fina lly the  ca tch a ll ca tegory of Other.

Q- Why did the Company transfer its call center functions over to a consolidated call

1
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2 0
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center a t TEP?

Firs t, UNS Electric did not have  a  ca ll cente r. The  Company had diffe rent phone  numbers

for va rious  loca tions  within Moha ve  a nd S a nta  Cruz countie s . The  Compa ny wa s

s truggling with ca ll volume before  routing cus tomer ca lls  to the  ca ll cente r. Previously we

had three  to s ix employees a t a  time answering ca lls  - in addition to other duties  .- a t three

diffe rent offices . Today there  a re  normally 65 customer service  representa tives  answering

ca lls  with a  tota l capability of 80 cus tomer se rvice  repre senta tive s  ava ilable  during high

volume times. The previous phone systems were  only capable  of handling 24 ca lls  a t once

counting inte rna l tra ffic. The re  were  frequent times  tha t cus tomer compla ined about not

be ing able  to reach a  representa tive . When an outage  occurred the  conditions  were  even

worse  because  the  phone  system would quickly overload resulting in a  busy s ignal for the

cus tomer. The  consolida ted ca ll cente r ha s  237 line s  and sophis tica ted ca ll routing and

monitoring equipment to assure  se rvice  qua lity. Furthermore , the  ca ll cente r environment

ha s  gre a tly improve d e mploye e  tra ining a nd more  cons is te nt a pplica tion of compa ny

policie s . This  was  a  cha llenge  in the  individua l bus ine ss  office s  whe re  employees  we re

performing multiple  ta sks .

Ba s ica lly, the  s ys te m could not continue  a s  it wa s  configure d with the  high cus tome r

growth the  Company was experiencing and would have required a  significant investment in

new systems, phone lines, personnel, facilities and increased staffing and supervision levels

to provide  adequate  customer service . This  was regardless  whether ca ll center opera tions

4



we re  me rge d  or no t. The  s o lu tion  tha t ma de  the  mos t s e ns e  wa s  to  tra ns fe r the

responsibilities  to die  TEP call center and take  advantage  of only paying tha t portion of the

fixe d cos t re la te d to wha t UNS Ele ctric use d ra the r tha n it ma lting a ll of the  inve s tme nt

its e lf

Have cos ts  and service levels  changed?

Yes. Costs in total have increased, but the costs had to increase if we were to stay ahead of

incre a s ing ca ll volume s . UniS ource  Ene rgy chose  to inte gra te  the  ca ll ce nte r motion

because  of the  investment and technology a lready in place  a t the  exis ting TEP ca ll center

facility, ra ther than duplica te  a  ca ll center e lsewhere . To do the  la tter would have been less

cost-e ffective . Any new investment in additiona l s ta ff and technology equipment required

to provide  the  above  service  levels  would have  been even more  s ignificant proportionate ly

to UNS Electric than the  existing a lloca tion of costs .

Do you agree with Mr. Moore's assumption regarding training cost disallowance?
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No. MARC tra ining is  jus t one  of a  core  s e t of tra ining initia tive s  to improve  e mploye e

skills . The  Company will continue  to provide  employee  tra ining and the  cos ts  of such will

be  ongoing. Tra ining is  ne ce s s a ry to e ns ure  re lia bility of s e rvice  a nd a  s a fe  work

e nvironme nt for our e mploye e s . The  type s  of tra ining we  typica lly will ha ve  e mploye e s

undertake include:

supervisory and communications sldlls ,

extensive  safe ty tra ining;

environmental education related to handling of hazardous substances and protection

of protected plants and animals; and

technica l job re la ted tra ining for cus tomer se rvice  specia lis ts  and representa tives ,

engineering, metering, construction and maintenance personnel.
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with the  Commiss ion. Howe ve r, the  "qua lity of se rvice " de s igna tion is  ra the r broa d a nd

includes  issues  tha t do not necessa rily involve  an inte raction with the  ca ll cente r. Issues

which may be  coded a  quality of service  compla int include  Fie ld or Premises Visit, Outage

or Interruptions, Voltage , and fina lly the  ca tch a ll ca tegory of Other.

Q- Why did the Company transfer its call center functions over to a consolidated all
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ce nte r a t TEP?

Firs t, UNS Electric did not have  a  ca ll cente r. The  Company had diffe rent phone  numbers

for va rious  loca tions  within Moha ve  a nd S a nta  Cruz countie s . The  Compa ny wa s

s truggling Mth ca ll volume  before  routing cus tomer ca lls  to the  ca ll cente r. P revious ly we

had three  to s ix employees a t a  time  answering ca lls  - in addition to other duties  - a t three

different offices . Today there  a re  normally 65 customer service  representa tives answering

ca lls  with a  tota l capability of 80 cus tomer se rvice  repre senta tive s  ava ilable  during high

volume times. The previous phone systems were  only capable  of handling 24 calls  a t once

counting inte rna l tra ffic. The re  were  frequent times  tha t cus tomer compla ined about not

be ing able  to reach a  representa tive . When an outage  occurred the  conditions  were  even

worse  because  the  phone  system would quicldy overload resulting in a  busy s ignal for the

cus tomer. The  consolida ted ca ll cente r ha s  237 line s  and sophis tica ted ca ll routing and

monitoring equipment to assure  se rvice  qua lity. Furthermore , the  ca ll cente r environment

ha s  gre a tly improve d e mploye e  tra ining a nd more  cons is te nt a pplica tion of compa ny

policie s . This  was  a  cha llenge  in the  individua l bus ine ss  office s  whe re  employees  we re

performing multiple  tasks .

Ba s ica lly, the  s ys te m could not continue  a s  it wa s  corNigure d with the  high cus tome r

growth the  Company was experiencing and would have required a  significant investment in

new systems, phone lines, personnel, facilities and increased staffing and supervision levels

to provide  adequate  customer service . This  was regardless  whether ca ll center opera tions

A.
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I a m confide nt tha t RUCO be lie ve s  in continuous  e mploye e  de ve lopme nt provide d by

good training programs that improves service to customers.

Q.

A.

Do you agree with Mr. Moore 's  adjus tment for unneces s ary expens es ?

Not e ntire ly. The  Compa ny did ca re fully re vie w the  work pa pe rs  provide d by Mr. Moore

as part of our response to RUCO Data Request No. 5.01 and agreed to removing a number

of expenses  for various reasons. We provided explana tions for other expenses  which Mr.

Moore had assumed were either extensive or inappropriate because he did not have backup

de ta ils  a va ila ble  in his  initia l re vie w. For e xa mple , he  a ssume d tha t purcha se s  from

Wa lgre e n, Wa l-Ma rt or Home  De pot we re  ina ppropria te  while  we  ofte n use  the se  loca l

s tores  for misce llaneous  office  supplie s  or sma ll tools  and ha rdware  for the  cons truction

crews. The  Company often depends on businesses  within the  communities  we serve  as  a

source for supplies.
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Mr. Moore  a lso ignored our explana tion of mea ls  e ithe r purchased in loca l re s taurants  or

brought into office  me e tings ] All of the s e  me a ls  we re  for bus ine s s  re a s ons  or during

employee  tra ining. Many times  our employees  work through the ir norma l pe rsona l lunch

pe riod in orde r to comple te  a  proje ct or tra ining s e s s ion. This  dire ctly be ne fits  the

customers because  the  employees are  in fact being more  efficient and productive . Many of

our tra ining classes a re  conducted in one  of our Northern Arizona  loca tions for employees

from both UNS Electric and Gas. This  is  less  costly for our customers than conducting the

sa me  cla sse s  a t multiple  time s  in se ve ra l loca tions . It is  unre a sona ble  for Mr. Moore  to

s imply re je ct va lid re a sons  for such e xpe nse s . For e xa mple , his  de nia l of a  s pe cific

e xpe ns e , s uch a s  a  ba rbe que  grill, ignore s  the  fa ct tha t it wa s  purcha s e d to conduct

employee apprecia tion hamburger lunches following extraordinary efforts  these  employees

1 In fact, many of his  "out of s tate" assumptions were in fact local restaurant charges.

6



during a severe stone season. These employees made those extraordinary efforts directly

for the customer's benefit. We all understand that hourly employees are paid for the hours

they work, but it is my belief that showing appreciation for efforts above and beyond the

call of duty is not only the right thing to do but also translates to improved service to our

customers. Furthermore, it is common in our small communities for exempt employees to

show up without being asked to work along side the non-exempt staff rnaldng customer call

backs, delivering food to crews in the field , or supporting the dispatchers in tracking storm

restoration progress on maps. All of this results in quicker power restorations for our

customers and improved safety for our field personnel.

Fina lly, a ir trave l for the  purposes  of company trave l be tween a  dis trict office  in Kinsman

to the  Tucson office  by an enginee r or manage r to conduct bus ine ss  was  a lso deemed

ina ppropria te . Howe ve r, ma ny time s  the se  we re  ve ry long s ingle -da y round trips  which

we re  in fa ct more  productive  a nd le s s  e xpe ns ive  tha n driving five  hours  e a ch wa y a nd

staying overnight.

Does that conclude your rebuttal to Mr. Moore's Direct Testimony?

Yes , it does.

REBUTTAL TO STAFF WITNESS JULIE MCNEELY-KIRWAN.
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Q. Mr. Ferry, could you please summarize your review Staff witness Ms. McNeely

Kirwan's Direct Testimony?

Yes. I ge ne ra lly a gre e  with mos t of Ms . McNe e ly-Kirwa n's  re comme nda tions . The

Company has suggested a  number of changes to assist low income customers and agrees

with the  recommenda tions  to maximize  pa rticipa tion by es tablishing communica tion with

Arizona  He a lth Ca re  Cos t Conta inme nt S ys te m ("AHCCCS ") to a s s is t with ide ntifying

7
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1 believes that Staffs recommendation is also inflated because Mr. Parcel] used the upper range results

2 from his models, and because Staffs. common equity ratio recommendation indicates that APS has

3 less financial risk than the others in the sample group, the recommended cost of equity should be in

4 the lower range of the estimate results.

5 The cost of equity recommendations from the pres vary from a low of 9.25 percent to a

6 high of 11.5 percent. We continue to believe that market measures of common equity costs are

7 generally preferable to comparative analyses, and we note that the DCF results from all witnesses

8 tend to the lower end of the range. However, we compare those results with the results from the other

9 methods, and believe that the DCF results alone would not result in an appropriate cost of equity in

10 this case for APS. We are cognizant of APS' current bond rating as well as the Company's continued

l l growth and the capital costs associated with that growth. Acer considering all the rate of .return

12 testimony, the legal and policy arguments how to determine cost of equity and its relationship to just

13 and reasonable rates, we conclude that the appropriate cost of equity to be used to determine the cost

14 of capital is 10.75 percent. We do not agree that a flotation adjustment or additional "attrition

15 adjustment" to the cost of equity is reasonable or appropriate.

D. Cost of Capital Summarv

Percentage

45.5%

54.5%

Cost

5.41%

10.75%

Weighted Cost

2.46%

5.86%

8.32%

16

17

18 Long-Term Debt

19 Common Equity

20 Cost of Capital

21 a m .

22 A.

23 APS believes that the entire rate relief it requests is necessary and appropriate because

24 according to the Company, the current rates: substantially undencollect die costs of providing electric

AUTHORIZED INCREASE

APS' Revenue Enhancement Proposals

25 service (particularly fuel and purchased power costs); do not adequately reflect certain non-iilel costs;

26 and do not provide APS an opportunity to earn a reasonable rate of return on its invested equity.

27 According to APS, it is the non-fuel cost recovery and return on equity issues that have led to

28 "chronic under-eaming by APS" and "have driven the Company and its customers to the very brink
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'I lA<ljustment Clause (PPFAC) in this case. Staff has used-thetecent changes madbtfn APS' PSAlms a

8 helpful guideline in reviewildg and recommending ehzlruges to the UNSE PPFAC.
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Please summarize the recommended fair rate of return, weighted average cost of

capital, cost of debt and return on common equity UNS Electric is utilizing in this

rate request.

The Company's rate request reflects an overall rate of return and weighted average cost

of capital of 9.89%. This overall rate of return is based on an 11.8% cost of common

equity capital, an 8.22% cost of long-term debt and a 6.36% cost of short-term debt, with

a capital structure consisting of 48.85% common equity, 47.18% long-term debt and

3.97% short-term debt. This reflects UNS Electric's actual capital structure as of June

30, 2006. The requested rate of return on fair value rate base is 7.84%.

11. FINANCIAL CONDITION OF UNS ELECTRIC.

1 Q .

2

3

4  A.

5

6
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13 Q .

1 4  A.
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20

21

22

23

24

25

26

27

Pleas e des cribe UNS Electric 's  current financial condition.

UNS  Ele ctric ha s  a  mixe d fina ncia l profile . On the  pos itive  s ide , the  Compa ny ha s  a

he a lthy mix of de bt a nd e quity ca pita l a nd a  growing s e rvice  a re a . However, these

strengths are  offset by weak operating cash flows and large construction spending needs

due  to rapid growth in UNS Electric's  se rvice  temltory. This  gap be tween inte rna l ca sh

flow a nd ca pita l spe nding cre a te s  a  subs ta ntia l ne e d for ne w ca pita l. In a ddition to

financing capita l expenditures  for the  Company's  transmiss ion and dis tribution sys tem,

UNS  Ele ctric will a ls o ha ve  to re fina nce  $60 million of long-te rm note s  ma turing in

August 2008 and acquire  new energy resources  to replace  the  Company's  current full-

requirements  contract by June  2008. Obvious ly, it is  critica l tha t UNS Electric ha s  the

financia l resources  necessary to meet the  infras tructure  and energy supply needs  of its

customers. UNS Electric's requested rate increase is necessary to meet those needs.

3



Ha s  the  Com pa ny's  fina ncia l condition im prove d s ince  UniS ource  Ene rgy a cquire d

the e lec tric  u tility opera tions  from  Citizens  Com m unica tions  Com pany ("C itiz e ns ")

ll] 2003?

The  Compa ny's  fina ncia l condition ha s  improve d in ce rta in re s pe cts  but we a ke ne d in

othe r re s pects . O n  the  p os itive  s ide ,  the  C om p a ny's  e q u ity ra tio  (e q u ity / to ta l

ca pita liza tion) ha s  improve d from 36% in Augus t of 2003 to 49% a t the  e nd of the  te s t

yea r. This  ha s  been accomplis hed through the  re tention of 100% of annua l e a rnings  a t

UNS  Ele ctric  a nd a dditiona l e quity contributions  of $14 m illion m a de  by UniS ource

Energy. The  Company's  s hort-te rm liquidity was  a ls o s ignificantly enhanced through the

e s ta blis hme nt of a  re volving cre dit fa cility, s ha re d with UNS  Ga s , which wa s  re ce ntly

e xpa nde d to $60 million (pe nding Commis s ion a pprova l in Docke t No. E-04204A-06-

0493). As  amended, this  facility would a llow e ithe r UNS Electric or UNS Gas  to borrow

a  m a xim um  of $45 m illion unde r the  fa c ility a t a ny g ive n tim e . Howe ve r, s ince  the

acquis ition was  comple ted, the  Company's  ne t cas h flow has  declined s ignificantly. The

following table  highlights  the  s ome  of the  key financia l re s ults  from 2004 and 2005, the

firs t two fis ca l ye a rs  following the  a cquis ition, a nd fore ca s te d fina ncia l re s ults  for 2006

and 2007 :

2004 Actual

$4,338

11.2%

$18,558

2005 Actual

$4,994

1 l .0%

$20,537

$29,951

($9,414)

2006 Fcst.

$3,882

6.8%

$10,346

$39,280

($28,934)

2007 Fest.

$1 ,720

2.5%

$11,733

$42,864

($31, I31)

1 Q.
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4  A.
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($000s)

Net Income

Return on Avg. Equity

Operating Cash Flow (a)

Capital Expenditures (b)

Net Cash Flow [(a) - (b)]

$19,005

($447)
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1 Q Are the debt obligations of UNS Electric rated by the major credit rating agencies

No; Credit ra tings  ass igned by Moody's , S tandard & Poor's  and Fitch were  not required

by the  le nde rs  to UNS  Ele ctric. Howe ve r, the  le nde rs  who purcha s e d $60 million of

long~te rm note s  from UNS  Ele ctric in 2003 did re quire  a  ra ting from the  Na tiona l

Associa tion of Insurance  Commiss ione rs  ("NAIC"). The  ra ting a ss igned to these  note s

was  NAIC-3, which is  roughly equiva lent to a  specula tive -grade  credit ra ting of Ba  from

Moody's  or BB from S tanda rd & Poor's  or Fitch. This  ra ting was  one  grade  lower than

the  NAIC-2 inve s tme nt-gra de  ra ting a s s igne d to UNS  Ga s . The  prima ry fa ctor

contributing to a  lower ra ting a t UNS Electric was  the  projected gap be tween opera ting

ca sh flows  a nd ca pita l spe nding ne e ds . As  a  re sult of this  lowe r ra ting, the  long-te rm

note s  is sued by UNS Electric ca rry a  highe r inte re s t ra te  of 7.61% and have  a  shorte r

five -yea r te rm re la tive  to the  note s  is sued by UNS Gas , which ca rry an inte re s t ra te  of

6.23% and have an average term of ten years

1 5 Q If UNS Electn'c were to seek credit ratings from the major credit rating agencies

would the Company's debt obligations be rated investment grade

No, it is  highly unlike ly tha t UNS Electric would rece ive  inves tment grade  credit ra tings

a t this  time . Although the  Company has  a  hea lthy mix of debt and equity capita l, UNS

Ele ctric's  ca sh flow a nd e a rnings  a re  both fore ca s te d to de cline  s ignifica ntly through

2007. Until the  Compa ny re ce ive s  a de qua te  ra te  re lie f, a nd a dditiona l re source s  a re

procured to meet re ta il load in 2008 and beyond, it would be  premature  for UNS Electric

to approach the  ra ting agencies with an expecta tion of rece iving investment grade  credit

ra tings

25 Q How does UNS Electric's financial condition compare with other electric utilities?

The  Compa ny's  11.0% re turn on a ve ra ge  common e quity in  2005 wa s  compa ra ble  to

ave rage  re turns  for the  indus try. On a  compos ite  bas is , the  ave rage  annua l re turn on



common e quity re porte d by Va lue  Line  for the  e le c tric  utility indus try ra nge d from

10.5% to 12.1% over the  pe riod 2003-2005. However, the  forecas ted 6.8% re turn on

common equity for, UNS Electric in 2006 is  subs tantia lly be low indus try norms . In te rms

of debt leverage, the  ra tio of tota l debt to tota l capita l exceeded the  indus try median value

at year~end 2005 but has  s ince improved due to capita l contributions  made by UniSource

Ene rgy. In  te rm s  o f c a s h  flow,  UNS  Ele c tric  la gge d  be h ind  the  indus try by a

cons ide rable  margin in 2005. On two ke y ca s h flow ra tios  -. Funds  from Ope ra tions

("FFO") Inte res t Coverage  and Net Cash Flow to Capita l Expenditures  -- UNS Electric's

pe rforma nce  wa s  s ignifica ntly be low the  me dia n va lue  for a  group of 31 e le c tric

dis tribution companies  ra ted by Fitch Ra tings  s e rvice . The  credit ra tings  for Uris  group

ra nge d from a  low of BB+ to a  high of A+, with a  me dia n cre dit ra ting of BBB. The

following ta ble  compa re s  the  ke y cre dit qua lity me trics  for UNS  Ele ctric (2005 a ctua l

a nd 2006 proje cte d va lue s ) with the  indus try me dia n va lue s  for e le ctric  dis tribution

companies :

I
I
I
I
I
I
I
I
I
I
I
I

2005
Actual

2006
Forecast

Indus try
Median

FFO Interest Coverage

FFO to Total Debt

Net Cash Flow / Capital Expenditures

Total Debt / Total Capital

3.1X

19%

69%

57%

3.0X

16%

26%

56%

4.3X

22%

86%

48%

Net Cash Flow = Operating Cash Flow less Dividends Paid.
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The  ga p be twe e n UNS  Ele ctric  a nd the  indus try me dia n va lue  for Ne t Ca s h Flow /

Capita l Expenditures  is  of pa rticula r conce rn for two reas ons . Firs t, a  ra tio of le s s  than

100% indica te s  a  dependence  on outs ide  capita l to fund ongoing capita l expenditures .

During 2005 and the  firs t half of 2006, mos t of this  gap was  funded through increased

I
I
I
I
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e quity contributions  by UniS ource  Ene rgy. The se  contributions  we re  ma de  de spite  a

fore ca s te d re duction in e a rnings  a t UNS  Ele ctric a nd in the  a bse nce  of a ny common

dividend payout from UNS Electric. Re liance  on the  Company's  other source  of capita l,

borrowe d funds , is  a ls o cons tra ine d due  to  fina ncia l cove na nts  conta ine d in  the

Company's  credit agreements  and by the  need to improve  UNS Electric's  credit profile .

Absent a  s ignificant increase  in ope ra ting cash flow, it will be  difficult for the  Company

to a ttra ct the  ca pita l ne e de d to fund re quire d ca pita l e xpe nditure s . Second, the  gap

be twe e n UNS  Ele ctric a nd the  indus try me dia n va lue  is  a ctua lly much la rge r tha n

indica ted in the  table  above  when dividend payout policies  a re  considered. The  average

dividend payout as  a  pe rcentage  of ea rnings  for the  e lectric utility industry was  57% as

reported by Value  Line  for 2005. Had UNS Electric pa id out common dividends  in 2005

a t the  indus try a ve ra ge  pa yout ra te  of 57%, the  Compa ny's  ra tio of Ne t Ca sh Flow /

Capita l Expenditures would have fa llen from 69% to 59%.

111 . COST OF CAPITAL METHODOLOGY.
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17 Q-
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Please describe the methodology you have used to determine a recommended rate of

return for UNS Electric.

I have employed the weighted average cost of capital methodology. There are  three basic

steps in ca lcula ting the  weighted average  cost of capita l. Firs t, it is  necessary to analyze

the  firm's  capita l s tructure , identify the  sources  of capita l, and de termine  the  appropria te

we ighting for e ach source  of capita l. For UNS Electric, the se  source s  cons is t of long-

te rm debt, short-te rm debt and common equity capita l. Second, the  appropria te  cos t of

each component of the  capita l s tructure  mus t be  de te rmined. For long-te rm debt, it is

cus tomary for ra te  se tting purposes  to use  the  embedded cos t of debt. For short-te rm

variable  ra te  debt, it is  appropria te  to use  e ither the  current spot interest ra te  or a  forecast

based on forward market interest ra tes. For common equity, a  varie ty of techniques are
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I
I

this  range  is  ve ry s imila r to the  cos t of equity e s tima te  presented in my Direct Tes timony

for the  same group of e lectric utilitie s  (9.7% to 1l.2%).

In developing his final ROE recommendation, did Mr. Rigsby take into account the

higher risk profile of UNS Electric relative to his sample group of electric utilities?

1
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No, he  did not. On page  55 of his  Direct Tes timony, Mr. Rigsby dismisses  the  company-

specific risks  faced by UNS Electric tha t I described in my Direct Tes timony a t pages  19

dmrough 20. These  dis tinguishing risk factors , each be ing of s ignificant importance  to an

investor, are  so large  on a  cumulative  basis  that they simply cannot be  ignored. Rela tive  to

the  compa nie s  in Mr. Rigs by's  proxy group, UNS  Ele ctric is  de cide dly ris lde r for due

following reasons:

Specula tive-grade credit ra ting,

Lack of common dividend payment,

Financia l impact of growth and regula tory lag,

Termination of a ll-requirements  power supply contract in 2008,

Maturity of a ll long-te rm debt in 2008, and

S ma ll s ize.

Even if Mr. Rigsby is  correct in assuming tha t the  Company's  small s ize  and power supply

challenges should be  given little  or no weight, the  other factors lis ted above represent risks

tha t need to be  clea rly recognized in se tting an a llowed ROE for UNS Electric. At a  ba re

minimum, even if the  Company had an inves tment-grade  credit ra ting, it is  apparent tha t

UNS Ele ctric's  cos t of e quity lie s  a t the  high e nd of the  ra nge  e s ta blishe d for the  proxy

group of companies analyzed by Mr. Rigsby. And when the  specula tive-grade  credit ra ting

of UNS Electric is  taken into account - which adverse ly a ffects  both the  cos t of debt and

equity to the  Company .- it is  a lso apparent tha t an equity risk premium must be  added to

the  proxy group results . By ignoring the  risk factors  cited above , and fa iling to adjus t the

I 6



companies have experienced prolonged periods of financia l s tress, including bankruptcy in

the  ca se  of PG&E Corpora tion. Unde r the se  circumsta nce s , it is  difficult to unde rs ta nd

how the historical earned returns reported by these companies can be used to estimate  the

forward-looking cost of equity for a  regula ted dis tribution company.

Could you also expand on your second concern?

Yes. As may be seen on page 1 of Schedule 10 attached to his testimony, the data relied

upon by Mr. Parnell includes some extreme outliers such as Northeast Utilities (3.8%

historical earned ROE), PG&E Corporation (5.4% historical earned ROE) and DPL, Inc.

(25.5% projected ROE). Such values are obviously not reflective of the cost of equity to a

regulated utility, and serve to undermine Mr. Parcell's assumption that earned accounting

returns for these companies are somehow indicative of the forward-looking cost of equity.

If the presumption underlying die comparable earnings approach has any merit at all, then

the earnings of a broader industry composite should be used instead of the relatively small

sample groups used by Mr. Purcell. As may be seen in the first page of Attachment A to

Mr. Rigsby's Direct Testimony, on the lower left hand comer, Value Line expects the

composite return on common equity for the electric utility industry to be 11% for the

periods 2007, 2008 and 2010-2012. On an historical basis, Value Line shows a composite

earned ROE of 10.9% to 12.4% for the industry over the period 2003-2006. These values

are significantly higher than the sample group averages cited by Mr. Parcell.

Q- Do you have any further comments regarding Mr. Purcell's cost of equity analysis?
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A. Yes . S imila r to Mr. Rigsby, Mr. Pa rce ll dismisses  the  company-specific risk factors  cited

in my direct tes timony for UNS Electric. As a  consequence , his  cost of equity es timate  for

UNS Ele ctric is  s ignifica ntly unde rs ta te d. I discuss  the se  compa ny-spe cific risk fa ctors ,

a nd why the y mus t be  cons ide re d in s e tting the  a llowe d ROE for UNS  Ele ctric, whe n

rebutting Mr. Rigsby's  te s timony earlie r in my Rebutta l Testimony.
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well-iapeepted nneuaindniqgies in ming at awe fer cost of equity between9.5%.m<r 10.s%, with a
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yeals; with east of equity iggrreqmuchmcreinlinewith Staffspinposal in dis case
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The Company is pmpodng sdme chamgeeto immad~'gu in this case Oswell

IWhi1e Staff concurs with the p1ail0s°p*1Y behind those changes, Staff wibzess explains that a

phased in appxoslrh such as he recommends with respect tn ¢erlaiin.ofthe changes ilwluding Timefof-

Use (TOU) rates and mum 'of the' Mbhavc and Santa Clruz rate stxiicfuxed would be more

appropriate and send more national pricing signals

Fnrially, the Oolurxpany isalso requwling wlpwwfvd of iinzlcndnlgwhieh itplans to use

to eunsuuetthe BMGS. Saesuppumts the Cnuuupalm9r's request for inlmeling under eextuih conditions

Stall' presented seam inessa ixrihis cusp. MY. Alexander Iggie was 'the case lead and

Uesfiiied on the- Conr1gpany'k mincing application. Mr. Ralph Smith testified as to the Cumupanlys

levemxe requirement and p°=°p°=9<1 PPFAC- Mr. David c. Papen testified AD cost et capital. Mr

Fraluk Rsldigan-testiiedonihe Ccunnpaunys plnnpoaledrate design. Ms. Julie McNoe1y-Kirwan testified

on the Cefxnpaws DSM and C1'iRBS progurmnns. Mr. Jury JMrzlerson testy&ed of the DSM rate

Irecqvery nnechamisnn and on various rule clxhunges-being pr0p0s@d'bY UNSB. Fiinsilly, Mr. Plqwn Bam

sponsored the Stab's wsinwilms repel and assesslneni of"used4and vgeeiizl" plant 'm service

Administrative Late Judge Tma.Wnl& cemdueted hulrings on the- Conn4wny's appliscewtion on

i September 10 thuuough 14, 2007 and Septe1unba 20 md 21, 2097 and Gcmober 2, 2007

H I



49



Concurring Statement by Commissioner Williams Separate Statement by Commissioner
Brenner Statement Dissenting, in part, by Commissioner Freifeld

Slip Copy
2007 WL 2159658 (md.p.s.c.)
(Publication page references are not available for this document.)

BY THE COMMISSION:

Before: Steven B. Larsen, Chairman, Harold D. Williams,
Freifeld, Commissioner, Susanne Brogan, Commissioner

TABLE OF CONTENTS

81517
9092

Commissioner, Allen m.

Page 1

iv

IV .

v.

VI n

v
1
3
9
10
12
13
13
15
17
27
29
32
33
36
38
39
39
40
40

Executive Summary ..
Appearances ¢--»
I. Introduction
II. Positions of the Parties
III. The CAM Audit and Temporary Rates

A. PHI CostS and the CAM Audit
B. Findings Regarding Temporary Rates
Depreciation
A. Background
B. Plant-only Rates
c. Removal Cost Rates
D. Amortization of Removal Cost Reserve
E. Commission Decision
Rate Base
A; Construction Work in Progress ("CWIP")
B. Materials and Supplies in Rate Base
c. Pre-paid Pension Asset
D. Depreciation and Severance Costs Adjustments to Rate Base
E. Rate Base Findings
Operating Income
A. Severance Costs
B. Labor Expense -~ Annualization of Wage Increase and

Normalization of Employee Levels
Deferred Compensation
Vacation Pay
Customer Care Costs
vehicle Costs
MMIS Software Adjustment
PHI Costs
Gain on Sale of Property
Miscellaneous Revenue Adjustment
Rate Case and Regulatory Expenses
Taxes

c.
D.
E.
F.
G.
H.

J.
K.
L.

42
43
45
47
49
50
50
52
54
55
56

© 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.



In addition to recommendations regarding rate of return by the Company, OPC and
Staff, interveners AOBA, WMATA, and UMCP have also made recommendations in this
proceeding. AOBA witness Oliver has recommended a return on equity of 8.95 percent,
with a reduction of at least 50 basis points if the BSA is adopted, with AOBA
severely criticizing the Company's analysis, especially with respect to the
comparable risk profiles of comparison companies used by the Company. In this
regard, AOBA contends that Pep co, as a distribution company, has a much stronger
rating than PHI's more risky consolidated business risk profile, and the comparison
groups used by Dr. Morin also have noticeably higher risk than pep co and undermine
the weight of his analysis. WMATA witness Foster, who has reviewed prior
Commission-determined return on equities, has presented a return on equity
recommendation of 10.32 percent. UMCP witness Parcell has presented analyses
utilizing DCF, CAPM, and comparable earnings, and concludes that Pepco's cost of
equity capital is 9.75 percent, while also opposing any upward adjustment in the
return on equity to reflect regulatory risk and opposing any flotation cost
adjustments in this proceeding.

Slip Copy
2007 WL 2159658 (1v1d.p.s.c.)
(Publication page references are not available for this document.)

. , l wt , l l Both Staff
and pep co employed a wide range of rate of return methodologies, thus increasing
confidence that their ultimate recommendations are broadly justified and not
isolated. Once Company witness Morin reduced his recommended ROE by 25 basis points
due to declining bond yields, Pep co's and St;aff's recommendations became
essentially identical .

Both Pep co and Staff criticize people's Counsel's witness King not only for his
methodology but for his results, including his recommendation of ROEs ranging from
6.08 percent to 7.05 percent in certain cases. Among other things, they object to
Mr. King's almost exclusive reliance on the DCF formula, which is alleged to give
results that are either unrealistically high or low, in specific circumstances,
depending upon prevailing market-to-book ratios.

. The Commission also accepts several of Mr. King's criticisms
of Staff witness Ebert's analyses, which point toward a somewhat lower ROE for
Pep co than Mr. Elert recommended. Therefore, the Commission has reduced the 11
percent ROE proposed by Staff and Pep co to 10.50 percent, inclusive of flotation
costs.

5. Commission Findings

Page 40

If

The Commission accepts OPC witness King's flotation cost analysis. By valuing the
cost of stock actually issued by PHI since its inception, Mr. King was able to
provide a quantifiable foundation for his recommendation of a six basis point
flotation cost adjustment. Flotation cost adjustments proposed by Pep co and Staff
are less specifically supported. The Commission therefore adopts Mr. King's six
basis point flotation cost adjustment.

© 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.



Slip Copy
2007 WL 2159658 (Md.P.S.C.)
(Publication page references are not available for this document.)

The BSA, which the Commission has approved, will provide insurance that Pep co will
achieve its level of revenue approved in this case. =

In response to this decl ine in risk, al l  parties recognize
the appropriateness of reducing Pepco's return on equity by some amount. The
Commission rejects both the minimal reduction of basis points proposed by the
Company, and the much larger reductions proposed by People's Counsel. Given that
approval of the BSA will result in improved cost recovery by Pep co, the Commission
shall reduce Pep co's ROE by 50 points, to 10 percent. [FN32]

284

page 41

FN32. This decision is consistent with the Commission's determination in Re
Baltimore Gas and Electric Company, 91 Md. PSC 240, 273 (2000).

B. Capital Structure

The Company and Staff propose a rate of return based upon the Company's actual
September 30, 2006 capital structure, consisting of 52.31 percent long-term debt
and 47.69 percent common equity. As noted above, People's Counsel proposed a
significantly different rate structure containing under 29 percent equity based
upon Dr. King's double leverage theory.

The Commission will adopt the Company's actual capital structure, consistent with
our long~standing preference for use of actual capital structure absent evidence
that the actual capital structure is unduly burdensome to ratepayers. We note that
the Company's actual capital structure is consistent with that generally employed
by utility companies and strikes an appropriate balance between safety and economy.
We reject People's Counsel's proposed capital structure because it suffers from
numerous flaws. First, it assumes that the rate of return depends on the source of
capital rather than the risks faced by the capital. Second, a capital structure
containing only 29 percent common equity would impose significant risks and would
require a considerably higher return on equity than that authorized herein. Third,
a capital structure containing only 29 percent equity would be extremely risky and
would impair the Company's financial integrity in violation of applicable legal
standards. See Federal Power Commission v. Hope Natural Gas Co. , 320 U.S. 591
(1944).

pep co has chosen not to include short-term debt in its capital structure because
it believes long-term assets should be financed with long-term capital. Staff
adopted the Company's capital structure.

People's Counsel would include short-term debt in Pepco's capital structure
because OPC concludes that Pep co does use short-term debt to purchase long-term
assets; further, OPC urges that the Company's rate base contains shorter- as well
as longer-lived assets .

As noted above, the Commission finds that Pepco's actual capital structure is the
most appropriate capital structure to adopt in Calculating the Company's rate of
return. Short-term debt is a small part of that structure, and the Commission
concludes that it may be omitted without damage to the developing of an appropriate
cost of capital, in this case. The Commission reserves the right to include or omit
short-term debt in other cases as the record dictates.

c. Pepco's Weighted Total Return on Capital and Revenue Deficiency

Thus, based on a 10.00 percent ROE and a 6.15 percent cost of long-term debt,
Pepe's weighted total return on capital is 7.99 percent, as shown by the following
calculation:
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225 P.U.R.4th 440
225 P.U.R.4th 440, 2003 WL 1818431 (s.c.p.s.c.)
(Publication page references are not available for this document.)

Page 1

Re South Carolina Electric and Gas Company
Docket No. 2002-223-E

Order No. 2003-38

South Carolina Public Service Commission
January 31, 2003

ORDER authorizing an electric utility to increase its rates and charges by $70.7
million, reflecting a return on common equity of 12.45% and an overall rate of
return of 9.94%

Commission designs rates to move towards equal rates of return among the customer
classes. It also approves an experimental rate to determine whether a discount will
encourage medium general service customers to make operational changes resulting in
a shifting of peak loads to off-peak periods and/or the shedding of peak loads

Commission declines to allow recovery of expenditures related to the creation and
ultimate suspension/termination of the Gridsouth Regional Transmission
Organization. It finds that it is premature to allow recovery of the GridSouth
expenditures at the retail level inasmuch as the costs involved were the result of
mandates of the Federal Energy Regulatory Commission (FERC) and the FERC has yet to
rule on the rate-making treatment of the expenditures at the wholesale level. The
utility is authorized to defer the Grid South costs until such time as it can meet
its burden of proof for retail rate recovery and/or the FERC rules on the allowance
of the expenditures at the wholesale level

Commission reaffirms its policy of booking revenues and expenses related to
buy/resell wholesale power transactions to non-regulated accounts, rejecting claims
that the net margins from the transactions should be shared between ratepayers and
shareholders

The utility is authorized to include in rates construction work in progress (CWIP)
related to a new 875-MW natural gas fired generating plant. Commission finds that
by allowing the CWIP into rates it will stop the accrual of carrying costs and
reduce the ultimate cost of the plant. Moreover, it finds that including the CWIP
in rate base will improve the quality of the utility's earnings and send a
constructive message to investors

The utility is authorized to recover known and measurable, out-of-period costs
associated with the repowering of two generating units at its Urquhart station
Furthermore, the commission transfers from the fuel adjustment clause to base rates
fixed capacity charges that the utility must pay for upstream natural gas
transportation capacity to serve Urquhart station. The change in method of recovery
reflects the fact that the utility has entered into long-term, fixed charge
contracts with its interstate and intrastate suppliers for the right to have gas
delivered to the repowered units

The cash working capital allowance for the utility is determined using the one
eighth method. Commission declines to order a lead-lag study for the next rate
proceeding, explaining that the record provides no reliable, credible, or probative
evidence that lead-lag studies would produce benefits that outweigh the simplicity
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The Commission finds that the Company has historically sought to maintain a
single-A bond rating and that rating is presently in jeopardy. (Id. at 179) . The
Commission finds to be credible and persuasive the testimony of SCE&G's CFO, Mr
Marsh, that as a result of several major business f allures, rating agencies have
become more stringent in their expectations and unyielding in applications of their
rating standards. (Id. at 164-65, 179) . The evidence shows that SCE&G does not
fully meet the financial targets for its single-A status at present and will lose
that rating if the rates approved under this order do not generate earnings
sufficient to improve its debt coverage ratios. (Id. at 163-65, 179)

Accordingly, in assessing the business conditions facing the Company, the
Commission finds that the reliable, probative and substantial evidence on the
record shows that SCE&G's credit ratings are in jeopardy and that the Company's
ability to raise money on reasonable terms to support the proper discharge of its
public duties may be at risk. These facts support a cost of equity capital at the
high end of the range discussed above

[53, 54] Balancing of Interests The South Carolina courts have held that the
setting of rates of return 'involves the balancing of the investor and the consumer
interests. 'Federal Power Commission v Hope Natural Gas Company, 320 U. S. at 602
03, quoted in Southern Bell Telephone and Telegraph Co. v. South Carolina Public
Service Commission. 244 s. E. 2d. at 281. The evidence on the record here shows
that were SCE&G's debt rating to drop to BBB the result would be to add
substantially to the cost of the $550 million in new financing SCE&G must raise
over the next two years. (TR at vol. I, pp. 165, 170) . Specifically, over the life
of a 30 year bond such a rating drop would add $1.05 in additional financing costs
to each $10.00 financed, or $58 million of additional financing costs to $550
million in new bonds. (Id at 165, 170) . Clearly, shareholders and customers share
an interest in maintaining SCE&G's access to capital on reasonable terms during
this period of high capital needs for the Company and volatile and unyielding
conditions in financial markets. To do otherwise could substantially increase the
Company's debt service costs for decades and could substantially increase costs to
customers for an equal length of time
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(e) FLOTATION ADJUSTMENT

[55, 56] A flotation adjustment is an upward adjustment to the cost of capital to
reflect the cost of issuing, or 'floating, ' new capital. The adjustment reflects
(a) the fact that flotation of new capital incurs substantial cost and (b) as an
accounting matter, those costs are not otherwise recovered in rates. It has been
the practice of the Commission in past cases to allow applicants to recover a
flotation adjustment where a flotation of new equity has taken place in the recent
past or is planned during the next three years. (Tr., vol. V, Spearman, at 1587).
Both Dis. Mariel and Spearman and the Applicant's CFO, Mr. Marsh, testified in
support of the need for an acquisition adjustment for SCE&G in this proceeding. Mr.
Marsh further established, through reliable and probative testimony, that these
costs are held on the Company's balance sheet as a permanent deduction from the
balance of capital received from investors and are not treated as expenses,
amortized or otherwise included in rates. (Tr., Vol. V, Marsh, at 1702-03) . Dr.
Spearman noted that when a Company issues equity, the issuance negatively impacts
the stockholders of the Company. The issuance drives down the price of the stock
and lowers the earnings per share, which makes it more difficult for the Company to
increase dividends. In order to compensate for this decline to the stockholders, a
flotation adjustment is made. (Tr. , vol. V, Spearman, at 1633) . Drs. Malkiel and
Spearman both quantified the amount of the adjustment for SCE&G as an additional 20
basis points (0.20%). (Tr., vol. III, Malkiel at 807- 09; Tr., Vol. V, Spearman,
at 1587) 1

The Commission makes the following specific determinations concerning flotation
costs :

The On-Going Nature of Flotation Cost The Consumer Advocate suggested, in its
cross-examination of Dr. Malkiel, that allowing a flotation cost adjustment to be
included in the Company's cost of capital would result in over-recovery of
flotation costs. He suggests that the full value of the flotation costs would be
recovered in the first year, and a duplicative recovery would result for every
succeeding year thereafter. (Id. at 865).

The Commission finds that this line of argument misconstrues the nature of a
flotation adjustment. As the reliable, probative and substantial evidence on the
record shows, flotation costs are not an expense to be recovered during a
particular period. Instead, they represent a difference in the amount of funds that
investors have invested in the Company compared to the amount the Company actually
receives. In other words, if flotation costs equal 4.25% percent of the capital
raised, then for every $1.00 contributed by an investor, the Company receives
$0.9575 in capital. For investors to earn a given return on their $1.00 investment,
the company must earn a higher return on the $0.9575 held in rate base.

Upon cross examination by Commissioner Atkins, Dr. Spearman explained that
existing stockholders, unlike bondholders, are penalized when new common stock is
issued. Stockholders give a company money in return for dividends and common stock.
The stockholder expects both the dividend and the price of the stock to increase
over time. When new stock is issued, the stock price decreases and earnings per
share decreases. Both of these are detrimental to existing stockholders. A decrease
in stock price lowers the value of the existing stockholders investment. A

© 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works .



51



Slip Copy
2007 WL 2171450 (Nev.P.U.C.)
(Publication page references

a n

,.".€1"€\\

:

.. x

,=;§s .

.

. < , ¢ ;84921 .2

"q€gi;

u '

are not available for this document.)

I

Si

14

MODIFIED FINAL ORDER

!a¢:»;v

2

Page

JOANNP. KELLY Comm s s loner

REBECCA D WAGNER I Commissioner I (Dissenting t o Paragraph 120)

BY the Commission :

The Public Utilities Commission of Nevada
findings and conclusions :

("Commission") makes the following

• Procedural History

in

1. On November 17,
Utilities Commissio
no. 06-11022, for a
electric customers
general rates and f
annual revenues of
present revenues.
proposed average

2006, Nevada Power Company ("NPC") filed with the Public
n of Nevada ("Commission") an Application, designated as Docket
authority to increase its general rates to all classes of
to reflect an increase in its annual revenue requirement for
or relief properly related thereto. NPC requests an increase
$172.4 million, which is approximately an 8% increase over
The impact of the Application varies by customer rate class.

impact for all residential customer classes is 12.25%.
The

2. Also on November 17, 2006, NPC filed with the Commission an Application,
designated as Docket no. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket mol 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

3. These Applications are filed pursuant to the Nevada Revised Statutes ("NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited to NRS 704.110 and NAC 703.2715, 703.278 and 703.2201 et seq.

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of Practice and procedure .

5. Pursuant to NAC
referenced dockets.

703 . 740r the Presiding Officer has consolidated the above -

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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h s 3 The
scion believes that NPC's ROE should below its current authorized
The Commission is aware that low interest rates of the last several years have
ed the overall cost of capital in general, thereby reducing ROR requirements

for regulated utilities. However, the Commission must weigh several factors when
setting a ROE for NPC. The ROE chosen should reflect the financial community's
current perception of NPC. It should assist NPC with regard to its ability to
finance the extremely large amount of capital necessary for the EEC, intertie
other construction projects. [FN9] It also must take into consideration the
positive and negative aspects of managing a service territory experiencing
significant growth as well as the risk factor of industrial concentration.
Moreover, the ROE must be set high enough to encourage the achievement of
investment grade status, which could save ratepayers more than $10 million
interest expenses per $100 million of bonds issued by NPC. The number must be
forward looking and not a reflection of past decisions. " m 8 a s
668% de- h re op a] as e L

881<3 ba t;

• NPC and SPPC to expend $300 million in EEC development
million allowed prior to obtaining an air permit. Currently,
allocated 80% of these costs. (11 169, 11 17l)

235 •

FN9. In NPC's Integrated Resource
$1 billion of expenditures. Docket no.
Specifically, the Commission approved:

• NPC to install 600 megawatts
estimate cost of $394-$398 million.

244 0

models depending upon their client's position and economic beliefs. All of these
models are tools to provide information to help determine the most reasonable ROE
number at this point in time. The Commission believes that reliance on the results
of one model does not provide the most reliable estimate of ROE. In the previous
GRC, the Commission primarily relied on the DCF analyses in determining NPC's ROE,
but it was not the only model used. The risk premium results were used to temper
the DCF results, as a test of reasonableness. The DCF model is a market-based
concept used to estimate a ROE. It is responsive to current market conditions
is very practical and understandable. CAPM is a risk premium model, whose
fundamental premise is that risk-averse investors demand higher returns for
assuming additional risk. CAPM quantifies the additional return, or risk premium,
required for bearing incremental risk. CAPM is slower to respond to market changes.
In this proceeding, the Commission finds that CAPM can be given more weight in the
Commission's ROE decision instead of solely being regarded as a useful check on the
reasonableness of the DCF model.

Slip Copy
2007 WL 2171450 (nev.p.U.c.)
(Publication page references

• Clark Units 1-3 decommissioning with an estimated cost of $17 million.

• Reid Gardner environmental upgrades with an estimated cost of $84 million. (11

Demand - side management

Transmission projects

t est Qt

44

are not available for this document.)

of quick start
(11 227.)

Plan, the
06-06051,

Commission approved approximately
Order issued Jan. 30, 2007.

combustion turbine with an

costs, with $155
NPC expected to be

Page

in

20
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and
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ORDER authorizing a natural gas and electric utility to increase its natural gas
rates by $31.259 million, or 3.2%, and its electric rates by approximately.$17..
million, or 1% .. ..

The exact revenue deficiency for electric service may be
slightly higher or lower depending on the level of power costs determined via a
required rerun of the AURORA power cost model .

255 P.U.R.4th 287
2007 WL 184670 (wash.U.T.c.)
(Publication page references are not available for this document.)

Washington Utilities and Trans-ortation Commission
lEE§*" .; ;;~>L'<§_€»?a*é.

"'93l"'

Docke ts UE-060266 and UG-060267
(consolidated)
Order No. 08

4.
8

4\T»

*g

Page 1

174

Commiss ion approves a  natura l  gas  rate  des ign that  takes a  measured s tep in the
d i r e c t i o n  o f  a l l ow i n g  t h e  u t i l i t y  t o  r e c o ve r  a  g r e a t e r  p e r c e n t a g e  o f  i t s  f i x e d
cos ts  in  non-vo lumetr ic  ra tes  wh i le  avo id ing  ra te  shock to  any cus tomer c lass  .

Revenue decoupling proposals that would break the link between the natural gas
utility's recovery of fixed costs and the energy consumption of its customers are
rejected. Commission explains that the usual rationale for revenue decoupling --
removing disincentives to aggressive promotion of conservation -- does not apply in
this case inasmuch as the utility has an outstanding record in encouraging and
achieving significant conservation on its system, leaving little to be gained from
implementation of decoupling. Moreover, the commission finds that the decoupling
proposals advanced in this proceeding would increase the risk of overearning.

Commission rejects a request by the electric utility to modify the power cost
adjustment mechanism (PCA) by eliminating the $20 million headband, finding that
the proposed modification would result in a substantial transfer of risk from the
utility to ratepayers without a corresponding benefit to ratepayers. The commission
also declines to modify the PCA to eliminate the requirement that the utility file
a general rate case within three months following the conclusion of a power cost
only rate case that results in an increase to general rates. However, the
commission modifies the PCA tO end the asymmetrical treatment of costs associated
with certain long~term contracts for power purchases from qualifying facilities. It
finds that the practice of excluding actual contract costs that are higher than
those determined in the power cost baseline from the PCA true-up while reflecting
actual costs that are lower than the baseline in the PCA true-up is inconsistent
with the fundamental purpose of the PCA.

Commiss ion  au thor i ze s  the  u t i l i t y  t o  add  to  the  powe r  cos t  base l ine  ra te  the  cos t
assoc ia ted  w i th  a  new l ine  o f  c red i t  to  suppor t  who lesa le  power  hedg ing
t r a n s a c t i o n s .  The  p o s s i b l e  e f f e c t  o f  i n c l ud i ng  t h e  he d g ing  c o s t s  on  t h e  u t i l i t y ' s
c o s t  o f  c a p i t a l  w i l l  b e  s ub j e c t  t o  c on s i d e r a t i o n  i n  a  f u t u r e  p r o c e e d ing .

Commiss ion approves,  on a  three-year p i lot  bas is ,  a  conservat ion performance
i n c e n t i v e  p l a n  t h a t  p r o v i d e s  t h e  e l e c t r i c  u t i l i t y  w i t h  f i n a n c i a l  r e w a r d s  f o r
exceed ing  an  ene rgy  sav ings  t a rge t  and  sub je c t s  t he  u t i l i t y  t o  pena l t i e s  fo r

I
I
I
I
I
I
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I
I
I
I
I
I
I
I
I
I
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DOCKET no. E;01345A-05-0816 ET AL.

D. Cost of Capital Su mlnarv

Cost

5.41%

10.75%

Weighted Cost

2.46%

5.86%

8.32%

I
I
I
I
I

1 believes that Staffs recommendation is also inflated because Mr. Parcel! used the upper range results

2 from his models, and because Staffs common equity ratio recommendation indicates that APS has

3 less financial risk than the others in the sample group, the recommended cost of equity should be in

4 the lower range of the estimate results.

5 The cost of equity recommendations from the parties vary from a low of 9.25 percent to a

6 high of 11.5 percent. We continue to believe that market measures of common equity costs are

7 generally preferable to comparative analyses, and we note that the DCF results from all witnesses

8 tend to die lower end of the range. However, we compare those results with the results from the other

9 methods, and believe that the DCF results alone would not result in an appropriate cost of equity in

10 this case for APS. We are cognizant of APS' current bond rating as well as the Company's continued

11 growth and the capital costs associated with that growth. Alter considering all the rate of .return

12 testimony, the legal and policy arguments how to determine cost of equity and its relationship to just

13 and reasonable rates, we conclude that the appropriate cost of equity to be used to determine the cost

14 of capital is 10.75 percent. We do not agree that a flotation adjustment or additional "attrition

15 adjustment" to the cost of equity is reasonable or appropriate.

16

17 Percentage

18 Long-Term Debt 45.5%

19 Corr non Equity 54.5%

20 Cost of Capital

21

22 A.

23 APS believes that the entire rate relief it requests is necessary and appropriate because

24 according to the Company, the current rates: substantially under-.collect the costs of providing electric

25 service (particularly iiuel and purchased power costs), do not adequately reflect certain non-lilel costs,

26 and do not provide APS an opportunity to earn a reasonable rate of return on its invested equity.

27 According to APS, it is the non-iiuei cost recovery and return on equity issues that have led to

28 "chronic under-earning by APS" and "have driven the Company and its customers to the very brink

a m . AUTHORIZED INCREASE

APS' Revenue Enhancement Proposals

49 DE CIS IO N no . 69663
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Regulatory Study
July 3, 2007

MAJ O R RATE CAS E DECIS IO NS --J ANUARY-J UNE 2007

For the first six months of 2007, the average ofelectric equity return authorizationsby state
commissions was 10.27% (18 determinations) versus 10.36% average for calendar-2006. The averagegas
equity return authorization for the first two quarters of2007 was 10.34%(15 determinations), compared with
the 10.43% average for calendar-2006.

After reaching a low in the late-l990's and early-2000's, the number of equity return determinations
for energy companies increased somewhat beginning in 2002, and reached a ten-year high in 2005. Relatively
low inflation and interest rates, technological improvements that lead to reduced costs, the use of settlements
that do not specify return parameters, and a reduced number of companies due to mergers may continue to
prevent the number of determinations from substantially increasing further. However, increased costs,
including environmental compliance expenditures, and the need for generation and delivery system
infrastructure upgrades and expansion at many companies argue for at least a modest increase in the number of
cases to be filed and decided over the next several years. We also note that electric industry restructuring in
many states has led to the unbundling of rates, with state commissions authorizing revenue requirement and
return parameters for delivery operations only (which we footnote in our chronology table), complicating data
comparability. The tables included in this study are extensions of those contained in the January 30, 2007
Special Report entitled Major Rate Case Decisions--January 2005-December 2006--Supplemental Study.
Refer to that report for information concerning individual rate case decisions that were rendered in 2005 and
2006.

The table on page 2 shows annual average equity returns authorized since 1997, and by quarter since
2001, in major electric and gas rate decisions, followed by the number of determinations during each period.
The tables on page 3 present the composite industry data for items in the chronology of this and earlier reports,
summarized annually since 1997, and quarterly for the most recent six quarters. The individual electric and
gas cases decided in the first six months of 2007 are listed on pages 4 and 5, with the decision date shown first,
followed by the company name, the abbreviation for the state issuing the decision, the authorized rate of
return (ROR), return on equity (ROE), and percentage of common equity in the adopted capital structure.
Next we show the month arid year in which the adopted test year ended, whether the commission utilized an
average or a year~end rate base, and the amount of the permanent rate change authorized. The dollar amounts
represent the permanent rate change ordered at the time decisions were rendered. Fuel adjustment clause rate
changes are not reflected in this study.

Copyright ©2007 Regulatory Research Associates, Inc. Reproduction prohibited without prior authorization Regulatory Research Associates, Inc. is an
SNL Energy company (www.snLcom). If you have any questions regarding the contents of this report, please call (20l)433-5507
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Re Appalachian Power Company
Case No. PUE-2006-00065

Virginia State Corporation Commission
May 15, 2007

BY THE COMMISSION:

FINAL ORDER

*1 On May 4, 2006, Appalachian Power Company ('Appalachian,' 'APCo,' or
'Company') filed with the State Corporation Commission ('Commission') an
application, pursuant to § 56-582 C of the Code of ' ' . ('Code') and the
Commission's Rules Governing Utility Rate Increase Applications and Annual
Informational Filings, 20 VAC 5-200-30, for an increase in electric rates.
Appalachian requests an annual increase in base revenues of $225.8 million and
proposes a $27.3 million credit to its fuel factor, resulting in an overall
increase of $198.5 million in charges to its customers.

VI rlnla

On May 30, 2006, the Commission issued an Order for Notice and Hearing and
Suspending Rates that directed the Company to provide public notice of.its
application, established a procedural schedule, and assigned this matter to a
Hearing Examiner to conduct further proceedings. The Commission suspended
Appalachian's proposed rate increase for a period of 150 days from the date the
application was filed, the maximum period permitted under § 56-238 of the Code.
a result, the Company's proposed rates, charges, and terms and conditions of
service were permitted by law to take effect for service rendered on and after
October 2, 2006, on an interim basis subject to refund with interest.

As

The Commission's Staff ('Staff') and the following parties participated in this
proceeding pursuant to the Commission's Rules of Practice and Procedure and the
aforementioned Order for Notice and Hearing and Suspending Rates: The Kroger Co.
( 'Kroger') ; Old Dominion Committee for Fair Utility Rates ('Old Dominion
Committee' ) ; VML/VACO APCo Steering Committee ( 'Steering Committee ' ) ; Wal-Mart
Stores East, LP ('Wal-Mart'); Steel Dynamics, Inc. -- Roanoke Bar Division ('Steel
Dynamics') ; Michel King, pro Se; and Office of the Attorney General, Division of
Consumer Counsel ('Consumer Counsel').

Public hearings were held in this matter on November 7 and December 6-13, 2006.
The following counsel appeared at one or more of the hearings: Anthony Gambardella,
Esquire, Charles E. Bayless, Esquire, Guy T. Tripp, III, Esquire, and Jason T.
Jacoby, Esquire, on behalf of APCo; Kurt J. Boehm, Esquire, on behalf of Kroger;
Edward L. Petrini, Esquire, on behalf of the Old Dominion Committee; Howard w.
Dobbins, Esquire, and Robert D. Per row, Esquire, on behalf of the Steering
Committee; Kristine E. Nelson, Esquire, and Scott DeBroff, Esquire, on behalf of
Wal-Mart; Damon E. Xenopoulos, Esquire, and Shaun C. Mohler, Esquire, on behalf of
Steel Dynamics; Michel King, pro se; c. Meade Browder, Jr., Esquire, Ashley c.
Beuttel, Esquire, and D. Mathias Roussy, Jr. of Consumer
Counsel; and William H. Chambliss, Esquire, Esquire, and
Katharine A. Hart, Esquire, on behalf of the Staff. Eight public

, Esquire, on behalf
Arlen K. Bolstad,
Com.mission's

© 2007 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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special rates ... to individual customers or classes of customers where it finds
such measures are in the public interest .... In determining costs of service, the
Commission may use the test year method of estimating revenue needs, but shall not
consider any adjustments or expenses that are speculative or cannot be predicted
with reasonable certainty. In any Commission order establishing a fair and
reasonable rate of return for an investor-owned ...electric public utility, the
Commission shall set forth the findings of f act and conclusions of law upon which
such order is based. [FN5]

*4 Our discussion herein will follow the structure set forth in the Hearing
Examiner's Report. We will first address revenue requirement, and then cost
allocation and rate design. Finally, we will rule on Appalachian's new arguments,
presented for the first time in its comments on the Hearing Examiner's Report,
that: (1) this proceeding must conform to recently enacted changes in Virginia law;
and (2) APCo's customers should wait a minimum of six months before receiving any
of the refunds required by this Final Order.

Revenue Requirement

The Hearing Examiner separated the revenue requirement issues into four
categories: (1) adjustment cut-off date; (2) OSS margins; (3) cost of capital; and
(4) other revenue requirement issues. The Company approximated the revenue
requirement impact, as to the differences between itself and Staff, of these issues
as follows: (1) adjustment cut-off date -- $71.8 million; (2) OSS margins -- $79.6
million; (3) cost of capital -- $26.9 million; and (4) other revenue requirement
issues -- $7.5 million. [FN6]

Adjustment Cut-OfF Date

As noted above, the applicable Virginia statute states that the revenue
requirement determination herein is 'subject to ...adjustments for known future
increases in costs as the Commission may deem reasonable' and that '[i]n
determining costs of service, the Commission ...shall not consider any adjustments
or expenses that are speculative or cannot be predicted with reasonable certainty.
[FN7] In addition, the Company states that the Commission's 'instructions for
Schedule 17 [of APCo's application] provide [as follows]'

v

'Each adjustment shall be numbered sequentially and listed under the appropriate
description category (Operating Revenues, Interest Expense, Common Equity Capital,
etc. ) . Ratemaking adjustments shall reflect no more than the initial rate year
level of revenues, expenses, rate base and capital . . . . Detailed workpapers
substantiating each adjustment shall be provided in Schedule 21. ' [FN8]

The test year [FN9] in this case, as chosen by APCo, is calendar year 2005. The
rate year [FNl0] is October 2006 through September 2007. The Staff, Consumer
Counsel, the Old Dominion Committee, and the Steering Committee updated the test
year based on actual data through June 30, 2006. In contrast, the Company explains
that it 'updated some, but not all, costs through the end of [the] 'rate year' in
accordance with Schedule 17 of the Commission's Rate Case Rules [and] introduced
detailed evidence of certain actual costs incurred after June 30, 2006 and through
September 30, 2006, as well as firm commitments to incur further costs through
September 30, 2007.' [FNl1]

The  He a ring  Exa mine r found 'tha t re ve nue  re quire me nts  in  th is  ca s e  s hould  be  ba s e d
upon a udite d  re s ults  through J une  30 , 2006, a s  propos e d by S ta ff, Cons ume r Couns e l,
the  Old  Dominion Committe e , a nd  the  S te e ring  Committe e . ' [FNl2] The  He a ring

2007 Thomson/west. No Claim to Orig. U.S. Govt. Works
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060266
(consolidated)
Order No. oh

Ry
Transportation

2907

ft.

Comm s s ion

Page 1

ORDER authorizing a natural gas and electric utility to increase its natural gas
rates by $3l.259 million, or 3.2%, and its electric rates by approximately $17.174
million, or 1%, e e on %q81I§§ 4

8 . The exact revenue deficiency for electric service may be
slightly higher or lower depending on the level of power costs determined via a
required rerun of the AURORA power cost model .

Commission approves a natural gas rate design that takes a measured step in the
direction of allowing the utility to recover a greater percentage of its fixed
costs in non-volumetric rates while avoiding rate shock to any customer class .

Revenue decoupling proposals that would break the link between the natural gas
utility's recovery of fixed costs and the energy consumption of its customers are
rejected. Commission explains that the usual rationale for revenue decoupling --
removing disincentives to aggressive promotion of conservation does not apply in
this case inasmuch as the utility has an outstanding record in encouraging and
achieving significant conservation on its system, leaving little to be gained from
implementation of decoupling. Moreover, the commission finds that the decoupling
proposals advanced in this proceeding would increase the risk of overearning.

Commission rejects a request by the electric utility to modify the power cost
adjustment mechanism (PCA) by eliminating the $20 million headband, finding that
the proposed modification would result in a substantial transfer of risk from the
utility to ratepayers without a corresponding benefit to ratepayers. The commission
also declines to modify the PCA to eliminate the requirement that the utility file
a general rate case within three months following the conclusion of a power cost
only rate case that results in an increase to general rates. However, the
commission modifies the PCA tO end the asymmetrical treatment of costs associated
with certain long-term contracts for power purchases from qualifying f facilities. It
finds that the practice of excluding actual contract costs that are higher than
those determined in the power cost baseline from the PCA true-up while reflecting
actual costs that are lower than the baseline in the PCA true-up is inconsistent
with the fundamental purpose of the PCA.

Commission authorizes the utility to add to the power cost baseline rate the cost:
associated with a new line of credit to support wholesale power hedging
transactions. The possible effect of including the hedging costs on the uti1it:y's
cost of capital will be subject to consideration in a future proceeding.

Commission approves, on a three-year pilot basis, a conservation performance
incentive plan that provides the electric utility with financial rewards for
exceeding an energy savings target: and subjects the utility to penalties for

© 2007 Thomson/west
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T5 Property Taxes 383, 183

16 Hopkins Ridge Wind Plant: (9,389,305) 147,154,987
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MODIFIED FINAL ORDERI
DONALD L. SODERBERG I Chairman and Presiding Officer

JO ANN p. KELLY I Comm s s lone r

REBECCA D • WAGNER I Commissioner I (Dissenting to Paragraph 120)

By the Commission:

The Public Utilities Commission of Nevada
findings and conclusions :

("Commission" ) makes the following

1. procedural History

i n

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
No. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase
annual revenues of $172.4 million, which is approximately an 8% increase Over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%.

The

2. Also on November 17, 2006, NPC filed with the Commission an Application,
designated as Docket No. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket no. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

3. These Applications are filed pursuant to the Nevada Revised Statutes ("NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited to NRS 704.110 and NAC 703.2715 , 703.278 and 703.2201 et  seq.

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of Practice and Procedure.

5. Pursuant to NAC 703.740,
referenced dockets .

the Presiding Officer has consolidated the above-
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NPC to include in rate base the costs incurred through the Certification period to
implement a new Customer Information System. [FN27] NPC's request to include CWIP
in rate base for the HAM l ine is supported by the same reasoning that the
Commission used in its decision to include CWIP in rate base for the Customer
Information System in NPC's 2001 GRC. (Exhibit 115 at 4- 6.)

. *T n

.4 Further,

transmission system that provides transmission capacity predominantly for native

was considered. As it indicated in the Cost of Capital section of this Order, the

anticipated high construction costs. ~&8848§ 988838~

302.  Mr.  McElwee stated that the BCP interpretat ion of NPC's intent i s  in error.
NPC will cease accruing AFUDC on the HAM line upon its completion, not upon the
effective date of the rates authorized in this proceeding. (Exhibit 111 at 12.)

300. Additionally, NPC identified several factors for the Commission to consider
in determining whether to allow the 3 y3n§,§wIg 'into ra§§6~ NPC is not paying
a dividend. NPC continues to work to achieve investment grade status and faces even
greater challenges in funding facilities necessary to meet the growing needs of
southern Nevada. This Commission has never evaluated a request to include CWIP in
rate base from a utility that is below investment grade and facing unprecedented
financing challenges. Further, NPC had virtually completed the construction of the
HAM line by the end of Certification. (Id. at 9-11.)

301. NPC disagreed with the BCP's characterization that NPC's request: to include
CWIP in rate base i s an attempt to reach beyond the test period. NPC has l imi ted
its request to the expenditures through the end of the Certification period. (Id.
at 6-7.)

-a'-n¢ t
Commission considered that the HAM line is an important component of NPC's

load customers. Additionally, the date the HAM line went into commercial operation

Coumissiocn believes it is necessary to support ~NPC as it enters into era of

a

Commission Discussion and Findings

Slip Copy
2007 WL 2171450 (Nev.P.U.C.)
(Publication page references
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Docket Nos .
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Page

152 o

53

the

304. The Commission has established a mechanism in the resource planning
regulations for considering incentives for utility resources. NPC did not request
an incentive for the HAM line in a resource planning Process. The Commission
prefers that NPC make future requests for incentives for resources in a resource
planning process .

305. With regard to the city of Henderson payments, the Commission believes that
the issue at hand with respect to the HAM line is whether NPC should be allowed to
place the HAM CWIP into rate base, not the prudence or reasonableness of the
project's costs. The prudence and reasonableness of the HAM line costs will be
addressed in NPC's next GRC or at such time as when the total costs of the HAM line
are sought to be included in rates. If Staff wishes to make its surcharge
recommendation at that time, it is likely that Presiding Officer will be required

13

2007 Thomson/west: No Claim to Orig. u.s. Govt . Works .



I

55



Page 949

BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

)
)
>
)
)
)
)
)
)
)
)
)

Phoenix, Arizona

September 20, 2007

At:

Date:

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME VI
(Pages 949 through 1151)

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:

UNS Electric / Rates
E-04204A-06-0783

9/20/2007
Vol. VI
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I Arizona Reporting Serve*ce, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
{602> 274-9944
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investors, because that's what they provide to them under

the oversight of the Securities and Exchange Commission.

Q. But anybody potentially considering loaning money

to UNS Electric is going to want to look at those

financial statements; correct?

A. Well, now you have switched from equity to debt.

If UNS Electric is going to sell debt securities, then the

investor would want to look at the financials of

UNS Electric for the purpose of the debt, but not from the

standpoint of the equity.

Q. Well, whether we're looking at debt investment or

equity investment or debt financing or equity financing,

those investors or those loaners are going to want to look

at information available to them when making those

decisions; correct?

A. Relevant information. It's relevant to the

subsidiary if you're buying subsidiary debt, but it's not

necessarily relevant to the subsidiary if you buy holding

company equity. So there's different relevant factors for

different types of investment

Q. You say as part of your testimony -- I believe

it's your direct testimony at Page 14, and I forgot what

it was marked as. I think it's Staff 52.

A. Correct.

Q. You state that CWIP, or construction work in

UNS Electric / Rates
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Q. So UniSource Energy will be competing with, for

instance, PEPCO Holdings, which holds the Potomac Energy

Power Company; correct.

Potomac.Electric Power Company, yes.

Q. And UniSource Energy will compete with Sierra

Pacific Resources, which holds Nevada Power Company;

correct?

A. That is correct.

Q- And a third example would be UniSource Energy

competing with Puget Energy Holding Company, which holds

the regulated utility known as Puget Sound Energy;

correct?

A.

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Yes. Among others, yes.

Q. And so investors are going to look at the

relative risk of those utilities when considering

providing equity financing; correct?

They're going to look at the risk of the

corporate entities in which they can buy stock, which

would not include just the utility but all of the

operations of those enterprises.

Q- And so investors will look at the financial

strength of the regulated utilities for the holding

companies when making investment decisions; correct?

A. In part, along with the other operations of those

holding companies.

UNS Electric / Rates
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Q. And in part they will look at the awarded rates

of return and returns on equity for those regulated

utilities; correct?

In part, along with other factors, yes.

Q. And they will look at the specifics of those

regulated utilities as well, at least in part; correct?

Only to the extent that they affect the whole,

It's the whole that you're buying, not parts.

Well, to the extent they're looking at the whole,

then, they're going to look at those parts, as you said,

to evaluate the whole; correct?

A. No. I don't think investors take a micro sense

to investing. They take a macro sense. They look at the

enterprise and see how the enterprise operates, and the

investment decision is based upon the enterprise, not the

sum of the component parts.

But part of that enterprise, as you put it, is

the regulated utilities; correct?

A. Exactly, as I said.

You've reviewed Mr. Grant's rejoinder testimony

as part of your analysis in this case?

A. Yes, I have.

And Mr. Grant testified about UniSource Energy or

UES guaranteeing payment for long-term debt and credit

facility borrowings for UNS Electric?

UNS Electric / Rates
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It's a component part, but it's part of the

1

2

3

4

5

6

7

8

9

10

11
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15

16

17

18

19

20

21

22

23

24

25

their investment; correct?

A. Yes.

Q. And rational investors will look to all of the

components, including UNS Electric, correct, as we

discussed earlier?

A. Yes. From a macro sense, not a micro sense.

Q- From a macro sense they're going to look at ROEs

awarded to UNS Electric as compared to ROEs awarded for

other regulated utilities?

A. They're going to look at the whole.

Q- And that is part of the whole as we talked about

earlier?

A.

whole, yes.

Q. And they are going to look at publicly available

information, press releases, websites, to obtain that and

other information; correct?

A. Yes, that and the f act that they also look at the

fact that currently authorized returns on equity are

running in the low 10s.

Q. And they're going to look at something that I

think your counsel provided as an exhibit, S-51, which was

the "Regulatory Focus" article; correct?

A. That's what I was just mentioning.

Q. And they're going to look at these things even

UNS Electric / Rates
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9/20/2007
Vol. VI

3

3

i
s

rt

'é
I

3

8
Ii

3

8*
3

M

Arizona Reporting Service, Inc. www.az-repor ting.com
Court Reporting a Videoconferencing Center

(602) 274-9944
Phoenix, As

8

3

Q
8



57



BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3

4

5

6

7

8

9

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

1 0

1 1

1 2

IN THE MATTER OF THE AP P LICATION OF
UNS  ELECTRIC, INC. FOR THE
ES TABLIS HMENT OF J US T AND
REAS ONABLE RATES  AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE P ROP ERTIES  OF UNS  ELECTRIC, INC.
DEVOTED TO ITS  OP ERATIONS
THROUGHOUT THE S TATE OF ARIZONA
AND REQUES T FOR AP P ROVAL OF
RELATED FINANCING.

) DOCKET no. G-04204A-06-783
)
)
)
)
)
)
)
)
)
)

1 3

1 4

1 5
Rebuttal Test imony of

16
Kenton C.  Grant

17

18
on Be ha lf of

19

20
UNS Electric, Inc.

21

22

23
August 14, 2007

24

25

26

4

27



1

2

this  range  is  ve ry s imila r to the  cos t of equity e s tima te  pre sented in my Direct Tes timony

for the  same group of e lectric utilitie s  (9.7% to 1 l.2%).

3

4 Q. In developing his final ROE recommendation, did Mr. Rigsby take into account the

higher risk profile of UNS Electric relative to his sample group of electric utilities?5

6

7

8

9

10

11

12

13

No, he  did not. On pa ge  55 of his  Dire ct Te s timony, Mr. Rigsby dismisse s  the  compa ny-

specific risks  fa ced by UNS Electric tha t I de scribed in my Direct Tes timony a t pages  19

through 20. The se  dis tinguishing risk fa ctors , e a ch be ing of s ignifica nt importa nce  to a n

investor, a re  so la rge  on a  cumula tive  basis  tha t they s imply cannot be  ignored. Rela tive  to

the  compa nie s  in Mr. Rigs by's  proxy group, UNS  Ele ctric is  de cide dly ris kie r for the

following reasons :

Specula tive-grade  credit ra ting,

Lack of common dividend payment,

Financia l impact of growth and regula tory lag,

Termina tion of a ll-requirements  power supply contract in 2008,

Maturity of a ll long-te rm debt in 2008, and

Small s ize .

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Even if Mr. Rigsby is  correct in assuming tha t the  Company's  small s ize  and power supply

challenges should be  given little  or no weight, the  other factors  lis ted above  represent risks

tha t need to be  clea rly recognized in se tting an a llowed ROE for UNS Electric. At a  ba re

minimum, even if the  Company had an inves tment-grade  credit ra ting, it is  appa rent tha t

UNS  Ele ctric's  cos t of e quity lie s  a t the  high e nd of the  ra nge  e s ta blishe d for the  proxy

group of companies  ana lyzed by Mr. Rigsby. And when the  specula tive-grade  credit ra ting

of UNS Electric is  taken into account ... which adverse ly a ffects  both the  cos t of debt and

equity to the  Company - it is  a lso appa rent tha t an equity risk premium must be  added to

the  proxy group re sults . By ignoring the  risk factors  cited above , and fa iling to adjus t the

A.

6
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Iv. REBUTTAL TO STAFF WITNESS DAVID c . PARCELL.

Q- Mr. Gra nt, could  you s umma rize  your vie w of the  Dire ct Te s timony file d  by Mr.

Da vid Purcell on behalf of the Commis s ion Staff?

Yes . The  a llowed ROE recommended by Mr. Purce ll unders ta tes  the  cost of equity to

UNS Electric by a  substantia l margin. This is  due primarily to the conclusioNs he reached

as  a  result of his  CAPM ana lys is  and comparable  ea rnings  approach, as  well aS to his

dismissal of Company-specific risk factors and the speculative-grade credit rating assigned

to UNS Electric.

The  cos t of debt and capita l s tructure  recommended by Mr. Purce ll a re  ve ry s imila r to

those requested by the Company. However, because he did not take into account the cost

of the  amendment to UNS Electric's  credit agreement comple ted in Augus t 2006, his

recommended cost of debt (8.16%) is  s lightly lower than the  Company's  current cos t of

de bt (8.22%), a nd the  pe rce nta ge  of long-te rm de bt in Mr. P a rce ll's  ca pita l s mcture

(47.21%) slightly exceeds the percentage used in the Company's proposed capital structure

(47.18%).

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

For the  re a s ons  cite d a bove , the  ove ra ll ROR re comme nde d by Mr. P a rce ll on the

Company's  original cost ra te  base  ("OCRB") is  unreasonably low. Additionally, due to his

recommendation to assign a zero cost of capital to the difference between the Company's

OCRB and FVRB, his recommended ROR on FVRB is also unreasonably low.

Fina lly, a nd mos t importa ntly, I find Mr. Pa rce ll's  a na lys is  of UNS Ele ctric's  fina ncia l

integrity to be  severe ly lacking. The  only quantita tive  financia l ana lysis  provided by 1\/k.

Parcell on this  topic is  a  hypothetical calculation of interest coverage that fa ils  to consider

the  large  reduction to the  Company's  requested ra te  re lief being recommended by Staff.

A.

20
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Direct Testimony ofRalph C. Smith
Docket No. E.04204A.06-0783
Page9

1

2

3

4

the original cost depreciated book value. Because the acquisition occurred fairly recently

(August ll, 2003), this suggests that using RCN and RCND information to establish the

fair value of the utility rate base 'm the current case could result in a substantial

overstatement of fair value rate base.

5

6 Q,

7

8

9

A.

10

11

I
I
I
I
I

12

13

1 4

How did UNS Electric determine the rate of return to apply to fair value rate base i n

its ming?

In UNS E1ecM'c's own tiling, as shown on Schedule A-1 , the Company adjusted the return

dirt is to be applied to fair value rate base downward, consistent with long-standing

Commission practice, such that the revenue requirement produced by both the original

cost rate base and the fair value rate base would not result in an excessive return on equity

to the utility. UNS Electlic's calculation of return on fair value rate base in the instant

case is also consistent with the way the return was applied to the fair value rate base in the

original rate case filing of its affiliate, UNS Gas, in Docket No. G-04204A-06-0463 ,

15

16 Q-

17

18

19

20

21

22

A.

Has the Commission's traditional calculation of return on fair value rate base been

called into question by a recent Court of Appeals decision?

Yes. The Cornrnission's traditional calculation of return on fair value rate base calculation

has been called into question by a recent Arizona Court of Appeals ruling involving

Chaparral City Water Company. In that ruling, the Arizona Court of Appeals found that

Staff's determination of operating income ignored fair value rate base, and dirt the

Commission must use fair value rate base to set rates per the Arizona Constitution.
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Direct Testimony ofDavid C.Parcell
Docket No. W-02113A-04-0616
Page 1

11 Q~

21 A.

Please state your name, occupation, and business address.

My name is Dav id C; Pacel l . I am President and Senior Economist of Technical

3

4 1

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond,

Virginia 23219.

5

Please summarize your educational background and professional experience.

I`hold B.A. (1969) and M.A. (1970) degrees 'M economics from Virginia Polytechnic

Institute and State University (Virginia Twh) and a M.B.A. (1985) from Virginia

I have been a consulting economist with Technical

61 Q~

7 1  A .

81

91

101 Associates since 1970.

Commonwealth University.

have provided cost of capital testimony in public utilityI

11

12 4

13

14  I

ratemaking proceedings dating back to 1972. MconneCdon with this, I have previously

filed testimony and/or testified in about 400 utility proceedings before some 40 regulatory

agencies in the United States and Canada. Schedule l provides a more complete

description of my education and relevant work eXperience.

15

161 Q.

17]l A.

181

19 I

20,1

Have you previously testified before the Arizona Corporation ComMission?

Yes, I have testif ied in a number .of  prior Arizona Corporation Commission

2 1

22

("Commission") proceedings, duding the decent electric case involving. Arizona

'Publ ic Service Company (Docket No. E¢01345A-05-08I6), the recent gas rate.case

involving HNS Gas, INc. (Doc£ket.No. ~G-01345A405-0463), and' the recent electric rate

.case involving UNS Electric, Inc..(Diooket No. E-04204A-06»0783)..Those testimonies

were pizofwiided on hel\alfoftheCo=mmission Stafil .

23

25

2 4 ]  Q .

A.

What is the fpurpose of your testimony in this proceeding?

This proceeding is a .remand from Chaparral City's court challenge to Decision No. 68176.

26' I have been retained by the Commission Staff to evaluate  the cost of capita! aspects of the



Dil'ecm Testimony of David C. Parnell
Docket No. W-02113A-0440616
Page 2

1

21

31

41

request by Chaparral City Water Company ("ChaparralCity" or"Company") to have its

rates established by applying its weighted cost of  capital ("WCOC"), which was

determined by reference to Chaparral City's original cost rate base, to its fair value rate

base ("FVRB")~

What cost of capital did the Commission determine was fair and reasonable for

A.

Chaphrrll City in Decision No. 681767

In tract decision, dated Scptemba 30, 2005, the Commission determined the following cost

..of capital to be appropriate for Chznpauanl City for application to the Origixnall Cost Rm

Base("OCRB")=

Item
Long-tem Debt

w e
Total

Percent
41.2%
58.8%

100.0%

Cost
5.1%
9.3%

Return
2.1%
5.5%
7.6%

In Decision No. 68176, the Commission determined that a lotter fair value rate of return.

("FVROR") was appropriate for application to the FVRB; I-loweva, the COmnaission's

spCci5c method for determining the lower'FVROR.was called into question by .a recent

Court of14\ppeaJs decision.

51

61 Q.

71

81

91

101

11 I

121

131

141

15 |

16 |

171

181

19 |

201 Q.

211

221 A.

231

Does your testimony in this proceeding address either the cost of equity or WCOC

for Chaparral City?

24

25

26

. Not 'm the.;tlrald`iii6Ii1l1 sense. The cost of equitynnd WCOC'have alteadybeexn decided by

.teCo»rl;lmiss:ion Md, Aurilia, have withstood an'14kppeals.COurt challenge. ̀ As.a.-result, my

analyses . Begin with the cost of equity and WCOC previously establiShed by the

Commission, anoMy testimony onlydiscusses the fair Value me ofretmjn to be applied to .

chasmal city's 1=vR8.

I



Direct Testimony of David C. Parcell
Docket No. W-02113A~04-0616
Page 3

11 Q What is your understanding of Chaparral City's proposal to apply the Company's

cost of capital tO a fair value rate base?

According to its filing, Chaparral City is proposing to apply the WCOC (i.e., 7.6 percent)

that the Commission authorized for the Company's OCRB, without adjustment, to the

'fair value" of the Company's rate base. This request is the Company's response to a

recent (February 13, 2007) Arizona Court of Appeals decision regarding the COmpany

i.e., Chaparral Cid Water Company V.§ Arizona Corporation Commission

91 Q Have you reviewed the Arizona Court of Appeals decision and do you have any

comments on your understanding of its implications for this case

Yes, I do. My "non-legal understand mg" of this decision is that the Commission must

consider the fair value of a utility's assets 'm setting rates. I-IOwever,ChapancaI City

suggests that this requires the Commission to apply, without adjustment, the WCOC that

was developed for application to the Company's .OCRB to the FVRB

161 QS

171 A.

1 8

19

20

24

Do-you agree with the Company's. assertion?

No, I. do not. My "non-legal understanding? Of the Court decision indicates tllat theCourt

agreed with the ComMission that "thecost of capital .analysis 'is .geared to concepts. of

cost measures of rate base, not fair value measures of' rate base

decision goes on to make the following statement: "If the ComMiSsion daeNnines tbazt the

cost of capitaltmalysis is not the apprOpriate methodology to determine the rate of

to be applied to theF\£RB, the COémmissionhas the discretion to determine tiieapprupriate

methodology." It. is correspondingly the purpose- of my testimony. to . recommend an

appropriate methodology" for use in conjunction with a



Direct Testimony of David C. Parcell
Docket No. W-02113A-04-0616
Page 4

LIQ.
2 I

3

4 I A.

5.

61

7 1

Do you have Amy observations based upon your own experience 'm cost of capital

determination, as to whether a cost of capital developed for application to an original

costrate base is consistent with a fair value rate base?

Yes, I do. It is my personal experience, based upon over 35 years oat' providing cost of

capital. testimoNy, that the concept of cost of capital is designedto apply to an original cost

rate base. This is the -case since the cost of capital is derived Enos the liabilities/owners'

equity side of a utility's balance sheet using the book values: of the capital structure

components. The cost of capita},'once detenoinled, is then applied to (i.e., multiplied by)g

91

104

the rite base, which is derived Hmmm the asset Ade of the balance sheet (iLe. OCRB). From

a financial perspective, the rationale forthis relationship is that the rate base is iimnnced by

1 1 the capitalization. Under this relationship, a provision is provided for investors (both-

-12

13

141

lenders and owners) to receive a return on their investetl Oapitatl. Such a relationship is

rneaninghtl as long as the cost of capita] is applied to the o1isilf1f-11 cost (i.e.,book value)

ratebase,because there isa matching of rate base and capitalization..

When thy: concept of fair value ratebase is incorporated, however, this link between rate .

"baseand~ capRaLl structure is broken. The amount of Mr Value. latebase that cxc¢eds7.

original cost rate.base is not linaanced withinvestor-supplied finds and; indeed, is not

15

16 I

171

181

191

201

at all. As a result, a customary cost of capital analysis cannot beautomatically .

ap}3lied xo- the value rate basc.s'mce time is no Enzlu»1t:ia1 liluk the two

21"

221

In My "non-lega[l?' opinion; both the CommisSion and AppealS Court have' also reeoglmized ..

this lack ofcénnpatibilitybetweena customary WCOC

23



Direct Testimony of David C. Parnell
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11 Q. Why is it important that there be a link between the concepts of rate base and cost of

capital?

This link is important since financial theory. indicates thatinvestors should be provided an

opportunity to am a return on the capital they provided to the utility. Since the capital

finances the rate base (in an original cost world), the link between cost of capital and rate

base.satisfies this financial objective

8 1  Q ;

9

1 0

Based on your experience as a cost of capital Witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

Chaparral City?

Yes, I do. Since the increment between fair value rate base and original cost rate base is

not financed With investor-supplied funds, it is logical and appropriate, from aNnancid

standpoint, to assumethat this increment has no financing cost. As a result, the cost of

capital, through the capital structure, can be modified. to account for a level of cost-tree

capital in an equal dollar amount to the increment ofFVRB over the OCRB. Such a

procedure would still provide for a return beMgeamed on adj investor-supplied fids and

would thus be consistent with financial standards

191 Q,

20 A. Yes,=I have; As is shown below, leave developed.a capital structure-'and FVROR 1bzit

appliesto Chapalurral's FVRB

Have You made such a proposal in this proceeding

Pe rc e n t

Long-tenn Debt
Common Equity

Increment
Total Capitad

$7.016,675
$ I0,014,090

$3,309,533
$20,340,299

34.50%
49.23%
16.27%

100.00%

5. 10%
9.30%
0.00%

I .76%
4.58%
0.00%

m,

FVRB minus OCRB
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1

21

3

4

I

|

Applying this 6;34 percent to the FVRB provides for a return on all investor-supplied

capital and is therefore an appropriate rate to apply to the FVRB from a Iinanciad and

economic standpoint. As such, it provides for an appropriate fair value rate of retmn to be

applied to a FVRB.

7

Have. you develop an alternative method with which to apply a FVROR to a

FVRB?

» Yes, I have. Should the Conunisdon determine that there should be a specific return

(greaterthan zero)applied to the FVRB Increment,I have provided such a procedure.9 1

10 I

111 Q.

12

131 A,

14

I

Why is it necessary to add a return on only the portion of FVRB thatexceeds the

OCRB?

151

16 I

17;

1811

19 I

20 I

The WCOC authorized by the Commission has alreadyprovided for a full cost of equity

return and cost of debt on the portions of equity and debt capital that are supporting the

OCRB portion of the As a result, there is no need to provide any additional return

oh the portions of FVRB supported by common equity and debt.

i___
_

- 21

22.l

Stoned differently, both the cost of .debt and the return on common equity (i.e., capital

paid-in capital, and remained earnings - the investment of common sbaureholdexrsjare-

already provided for in a tlraditionad WCOC. Only the portion Of the FVRB Iinwntexceeds .

.OCRB ("Fair Value lnclennent") needs to have a specific return identified 'm .omdexr to .

. reflect a return component on th8i Fair Value Increment; .

231
I

8

24.1 Q-

25.1 A.

What is the proper cost rate to apply to the Fair Value Increment?

26

As I indicated previously, Hom a Enanciad perspective, it should not be necessary to

provide for any return on the Fair Value Increment since this is not investor-supplied
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11

21

3 I

41

51

61

71

8 |

91

10 |

11 I

12 I

13 I

capital. However, the Commission may choose to evaluate this issue Horn both a financial

and a public policy perspective. I am aware that Chaparral City may Claim thatthe

concept of fair value carries with it the notion that investors should receive some benefit

when fair value is greater that original cost and should suffer some detriment when fair

value is less than original cost. It is possible that the Commission may. determine that

Arizona's fair value provision, which is somewhat unique, is not inconsistent with these

concepts. Nonetheless, the idea that the Company should receive some benefit li'om the

Fair Value Increment does not mean that one should automatically apply to the FVRB a

WCOC developed by reference to original cost rate base. If it is determined that it is

desirable to provide an additional (non-zero) return onfre Fair Value Increment, the

proper return should be no larger than the real (i.e., after inflation is removed) risk~Ii'ee

rate of return.

Q+

A.

What is the risk-free return?

|

14 |

15 l

16 l

17 I

181

191

20 I

21 I

221

The risk~free zeta is, in Enalrcial rems, the return on an investment that carries little or

no risk. Risk-free investments areurriver:sallydeHned as U.S. Treasury Secturities, with

short~term maturities usually being used as- the risk-liree me; Ova the past several .

months; mirrtually all maturities of lJ.s. Treasury securities have yielded about 5.0. percent .

in" nominal. terms. Most recently; however, the. shorter' rnattlrrities of U.S. Treaurjr

securities have yielded less, or abOut 4 percent to.4.25 percent. -I also Note that 2007-2008 ..

forecasts of-U.S. Treasury .securities are about 5.0 patent..As a result, I use 5.0 percent as

the nOnniruail risk-irec rare.

- .23 '

24 Q, What isthe "real" risk-free rate?

25 A. The concept of real rates involves the removal of.the rate of inflation &om=the nominal

26 risk-Hee rate. In 2006, the rate of inflation, as measured by the Consumer Price Index
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1

2 I

3

("CPP'), was 2.5 percent. Forecasts of the CPI for2007~2008 are alsoabout 2.5. percent.

As a result, I propose to use a 2.5 percent inflation rate for computing the real risk-Rec

rate, which is computed as follows:

4

Nonninzil Risk~Free Rate 5.0%

Less: Inflation Rate 2.5%

5

6

71 Equals: RealRisk-Free Rate 2.5%

8

QI Q;
101

111 A.

12

13

14

Please explaiN why Chaparral City's FVROR should condoler the real rho-free rate,

as opposed to the nonnlnd risk-free rate.

The investors of Chanpaunral City are already receiving an inflation factor due to the

inclusion of inflation in the FVRB Increment. Speciticallly, the Fair Value Increment

incoqmorates inflation by considering the current value of assets, whelm reflect, in pan,pas;

inflation It would be' double-counting to also 'include the ihilaltioneomponents iNthe .

return to be applied to the FVRB Increment.15

16.

17 l Q- What return on the Fair Value Increment do you recommend in your Mernative

18 . FVROR proposal?

1 9 A.

201

211

221

231'

My alfmnanve Fvnon pr°v°s21 incorporates a mann on the pay value lhCmenncnt With;

. value of 2.5 paccnt, as 'developed above. I-loweva, Iwisii go e1nnphas§ié M .

this.2.5 pexrcamt value istle maximumvdue that wildbeapplied to mc FVRB Inciunm.

Rh réaliian any vduQbetween Zero pclrcanM 4112.5 parngmt ooddbe.us1ed1~as the

the FVRB Incmmént..As Estated. above, this Fair Value Incranentiemtn is inadditioli to.

24"

| 251

the Main ahér the Company's invwtors already earn on their investment in the Company-.

In this sense, an above-zemo costrate.for the .fair value increment~represents a bonus to the

26

1

Company that would have to find its justification in policy considerations instead of in



16

15l Q.

181

24

25

51 Q-

61  A
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pure economic or financial principles, for that reason, the selection of an appropriate cost

rate within this range should fall to the Comlnission's discretion. I would propose the

As shown in the above table, this alternative proposal provides for a non»zero return on

the Far Value Increment of Chaparral City, and provides for an overall fair value rate of

return of 6.54 percent on the FVRB

mid-point of this range, or 1.25 percent

What is the resulting impact of your alternative proposal in this proceeding

I am proposing the following modifiedFVRO R for Chaparral City

why

should be applied to the FVRB, which one do you believe is more appropriate and

Of the two alternative proposals for determining the fair value rate of return that

From a iirmuucial perspective, I believe the first proposal (i.e., zero-cost for FVRB

Increment} iS most' appropriate This proposal is consistent with financial principles and

would iirlly compensate the. Company's investors for their invesitm ~i. In addition, this

proposal utilizes the of the Company. If the~Co1nMission were .to determine that a

non-;1ei'o. on. the Fair Value. IncreMent is=-deSiitable, the alternative. (i.e., a 1.25

peiteent-.cost-r8te for the.FvRB increment) is-not inappropriate

Dotliese proposals provide for a mum on the of.Chaparrd City?

capita] Item
Long-term Debt
Common Equity
FVRB Increment
Total

Percent
34.50%
49.23%
16.27%
100.0%

Cost
5.1%
9.39

1.25%

Return
1 ;76%
4.58%
0;20%
6.54%

26

A

A. Yes, they do.
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Will Staff continue to evaluate appropriate methods for determining the fair value

rate of return on fair value rate base?

I

It is my understanding that the Commission Staff will continue to consider these issues in

the context of future rate cases. Individual rate cases present different issues and varying

sets of circumstances. For example, if one were to assign a non-zero cost rate to the fair

value increment, it may be appropriate to determine the com of equity to reflect a

reduction in risk. I have not proposed such an adjustment in this case, but these issues

may appear as Staff continues to consider appropriate methods for determining and

evaluating the concept of fair value late of return on fair value rate base.

11 Q-

2

31 A.

4
51

6

71

8

91

101

111 Q.

121 A.

Does this conclude your pre-filed Direct Testimony?

Yes, it does.

I
I
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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY, INC

DOCKET no. E-02113A-04--616

MY testimony addresses the following issues

The development of Staff's recommended revenue requirement for the Company
using an appropriate fair value rate of return developed for application to the Fair
Value Rate Base (FVRB) ordered by the CommissioN in Decision No. 68176
(9/30/05)

M y Endings and recommendations for eachof these seaS are as follows

The Company's proposed additional revenue requirement of approximately $1.122
million is overstated

Staff is presenting the Commission with two adtemative. sets of calculations Of the
fair value rate of return for application to the Fair Value Rate Base ("FVRB"). The
first set of calculations is shown on Attachment RCS-2 and the second set is shown
on Attachment RCS-3

As shown on Attachment RCS-2, Schedule D, Sta&'s first altemadve is based on
applying a 6.34 percent fair value rate of retumto the FVRB. The fair value rate of
return for FVRB resultshom adjusting the rate of return applicable to Original Cost
Rate Base ("OCRB"). In the capital structure applicable to FVRB. a zero cost of
capital is appliedto the difference between FVRB and OCRB. As explained in my
testimony and in the testimony of Staff witness David C. Parcels ("Parnell"), a zero
cost rate for that portion of the FVRB.is appmpNateMcauseMt amount of FVRB
has not been financed by investors. As shown on Attachment RCS-2, Schedule A
under;this alternative, the revenue increase Of $1,107,5969mtW in Decision No
681176 is revised downward by $7,734 to s $1,099,862

Lr

l l

If the ComMission determines that it is. appmpmiate to 8piilar an above-zero cost rate
to the fair Value increment (i..e., the diffemmce between and QCLRB),.Staff

tlliit the Commission conSider a range bounded by zero- and a- maximum
of 2.5 cement. As. described in the testimony of.Sta&` witness Purcell, 2.5 percent is
the realfisk-tice rate. of netuin (i.e., it is the rate of.Ietirm on a risk-free investment,
less- inflation). As 'shown on Attachment RCS-3, Seliedule D, applyingzthe mid
point. of this range, 1.25 pesroent, to die diHlerence between OCRB
produces an overcall fair .Value rate bf return of 6.54.pacent to be. applied. to the
FVRB. `AS'.shown on Attachment RCS-3, Schedule A, the application 'of the 6.54
percent fair value rate of retum to the Fair Value Rate .Base results 'm a revenue
requitement of $I,166,116, which is an inOfease of $58,520 over the $1,107,596
granted in Decision No. 68176



The amount of net operating income of $614,247 that was determined. by the
Commission in Decision No. 68176 was not in dispute in the Company's mapped and
should therefore not be subject to revision 'm this remand proceeding

In its July 6, 2007 amended filing, the Company requested an additional $100,000 of
rate case cost. Staff recommends that no additional amount of rate case cost be
charged to ratepayers because: (1) Staff legal counsel has advised me that Arizona
law prohibits the recovery of attorney fees and costs related to an appeal of a rate
order; (2) the Company's rationale for the additional rate case expense appears
questionable; and(3) a normalized level of reasonable a.nd prudent rate case cost was
already reflected in the determination of net operating income; consequently, to
increase the rate case expense beyond that normalized level would result in
ratepayers paying an abnormal level of such expense



TeStimony ofnalph C. Smith
Docket No. w-02113A-04-0616
Page I

Lr

ml

I INTR ODUC TION1 1

2 1  Q -

3 1  A.

Please state your name, position and bus°mess address

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin BL Associates, PLLC

15728 Farmington Road, Livonia, Michigan 48154

6 1  Q ,

7 1  A

Please describe Larkin & Associates

10

Larkin & Associates is a Certified Public Accounting rd Regulatory Consulting Elm

The firm performs independent regulatory consulting primarily for public service/utility

commission staffs and consumer interest groups (public counsels, public advocates

consumer counsels, attorneys general, etc.)..Larldn & Associates has extensive experience

in the utility regulatory field as expert witnesses in over 400 regulatory proceedings

including numerous telephone, water and sewer, gas, and electric matters

1 4 \ Q.

1 5 1  A

Mr. Smith, please summarize your educational background

24

25

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

3

26

I received a Bachelor of Science degree in Business AdmiNistration (Accounting. Major)

with distinction 80118 the University of Michigan ~D°wl>04n» in April 1979. I passed dl

parts of theCerti1ied.Public AccOuntant ("C.P.A.").examination in my Hurst sitting in. 1979

received my CPA license 'm 1981,. and received a certified financial planning certificate in

1983. I also have a MWa of Science in.Taxation&omwdSh College, -1981, ahrla law

degree (J.D.) cum laude from Wayne State University, 1986. In.arldition,. I have attended

avariety of continuing education courses in conjunction with maintaining my 2w<=°H111#11°y

license; . I am a licensed-.C.P.A.. and attorney in the State of Michigan. `I am also a

'Certified& Financial Planneffll professional and a Ceirtiiied .Rate of ReturN Alnhlyst

("CRRJA")...Since 1981, I have been a member of the. Michigan Association of Certified

Public AccouNtants. I am also a member of the Michigan Bar Association and the Society

of Utility and Regulatory Financial Analysts ("SURFA"). I have also been a member of



I
I

8
II
2
E
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the American Bar Association ("ABA"), ad the ABA swticms onPublic Utility Law and

2 TaxatioN.

3

4Q~
5.A.
6

7

10

Please summarize your professional experience.

Subsequent to graduation Hom the University of Michigan, and tier a short period of

installing a.- computerized accounting system for a Southfield, Mich igan rea l t y

management firm, I accepted a position as an auditor with the predecessor CPA firm to

Larkin & Associates in July 1979; Before becoming involved in uti l i ty regulation where

the majority of  m y t im e for  . the past  27 years has been spent ,  I  per form ed audi t ,

accounting, and waxwork for a wide variety of businesses that were clients of the 61111.

11

12'

13

14

15

During my service in the regulatory section of our linn, I have been involved in rate cases

and other regulatory matters. concerning numerous electric, gas, telephone, water, and

sewer utility companies. My present work consists primarily of analyzing rate case and

regulatory filings Of public utility companies before various regulatory commissions; and,

for16 where appropriate, preparing testimony and schedules relating to the issues

171 presentation before these regulatory agencies.

18

19

I
I
I

I
I
I
I
I
I
I
I
I
I 20

22

21

23

24

25

26

9 .

82

I have performed work in the Held. futil ity regulation on hehalfofihdushry, state attorney

generals,  eofnsumei ' groups, lhunicipal i t iesg and .publ ic service oommiSdonf staf fs

coneerniNgzregulatory matters. before re tory.ageng:ies .in Alabama, Alaska, .

Arkansas, California, Cumneciim, Delawm, F1<m°<n, G°0t8ia»_ Hawaii, Ihdiama, Illinois,

Kentucky, Louisiana, Marine, Michigan, Minnesota, Missouri ,  New Jersey,

New Mexico, New York, Nevada, North.Dakota, Ohio, Pennsylvania, South. Carol ina,

South DakOta, Texas, Utah, Vermont, Washington, Walsihington 'D.C., and Canada as well

as the Federal Energy Regulatory Commission and various state and federal courts of law.
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1 Q- Have you prepared an attachment. summarizing your educational background and

regulatory experience

A. Yes. Attachment RCS-1 provides details concerning my experience and qualifications

Q- On whose behalf are you appearing

Lr

5

6 A. I .am appealing on behalf of the Arizona Corporation CommisSion ("ACC" or

CO1n1nission")Utilities Division Staff ("StafF')

9 Q-

10» A.

11

12

14

|
|

17

Have you previously testified before the Arizona Corporation Commission?

Yes. I have testified before the Commission previously on a number of occasions

Recently, I testified before the Commission in Docket No.. E-01345A-06-0009, involving

an emergency rate increase request by Arizona Public Service Company ("APS" or

Company"), and concerning APS's proposed depreciation rates in Docket Nos. E

01345A-05-0816, E-01345A-05-0826 and E-01345A~05-0827, a proceeding involving

APS base rates and other matters. I also testified before the Commission in the most

recent UNS Gas.vlnc. rate case. Docket Nos. G-04204A-06-0463. G-M204A-%0013 and

G-04204A-05-0831

191Q. What .is the purpose of the testimony you are presenting

The purpose of my testimony is- to address the revenue .requirement of Chapa1ta1City

Warner Cpmpaoy ("CCWC or "Company?') in View gr thesdecisicn of the.ArizonaCourtof

Appeals in Chaparral City WaterCompany v. An1'onaCorpQra1ion Commission, No. 1

CA-CC 05-008 (2/13/2007), which kcmanded the case w The Commission for

reconsideration of the Mr value rate of return ("FVROR") to apply to the Company's Fair

Value Rate Base. ("FVRB")
1

i
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1

2

Q-

A.

Have you prepared any exhibits to be filed'with your testimony?

Yes. Attachments RCS-2 and RCS-3 contain the results of my analysis.

3

4.. II.

5 Q.

6 A.

7

8

g

10

REVENUE REQUIREMENT

What issues are addressed in your testimony?

My testimony addresses the Company's proposed revenue requirement and its revised

schedules of rates and charges for utility service that was tiled with the Cormnisdon on

July 6, 2007in Chaparral City Water Company's Amended Notice Of Filing kevised

ScheduleS oRates and Charges for Utility Service..Page 2 of that amended tiling states

that it supersedes and replaces the Company's June 8, 2007 tiling.

11

12 Q , Has the Commission's traditional calculation of fair value rate of return uNfair value

13 rate base been called into question by a recent Court of Appeals decision?

14 Yes. The Commission's Nraditiond calculation of far value rate of ream on fairvdue

15

16

1 7

18

rate base has been called into question by a recent Court of .Appeals mliung

iiivolving Chaparral City Water Ccmipany. In that riling, theArizona Couif0fApp¢a1s --

found tiiat the Commission's determinatioN of operating income ignored fair valueratez

and tliattheCommissiOn must use fair vdue to set Per tlie.Arizona

19 Constitution.

20

Z2

I
|

I
I
I
I
I
I
I
I
I
I
I
I
I
I

23

What revenue increase has been requited 'byCCWC? -.

Schedule~A-1 Tb the Company's July 5, 2007 amended Blind showsthatit is requesting an

addidond amount of $1,121,813 to be recoveredthrough a surcharge.

24

A.
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1 Q~

2 A.

Does Staff agree with the amount that CCWC proposes

No. Not at all. Staff is presenting two altemadve calculations for the Commission's

3 consideration. Compared with either of Staff 's alterative calculations, the amount

4 requested by CCWC is excessive

l l

6 Q, Please briefly explain the Staffs alternative calcula6ons al' the fair value rate of

return on fair value rate base, and the results produced by each calculation

As shown on Attaclnnent RCS-2, Schedule D, Staffs first alternative is based on applying

a 6.34 percent fair value rate of return to the FVRB. The fair value rate of return for

FVRB results from adjusting the rate of return applicable to Original Cost Rate Base

("OCRB"). In the capital structure applicable to FVRB, a zero cost rate iS appliedto the

difference between FVRB and OCRB (i.e., the Fair Value Increment). As explained in

my testimony and in the testimony of Staff vastness David C. Parnell ("Parcell"), a zero

castrate for that portion of theFVRB is appropriate because that amount ofFVRB has not

been financed by investors. As shown on Attachment RCS-2, Schedule A, under this

alternative, the revenue increase of $1,107,596 granted in Decision No. 68176 is revised

downward by $7,734 to $1,099,862_ Because the $7,734 change is immaterial, Staffisnot

recommending that the Company's rates be revised downward .by that amount, or that a

sur-credit be applied

If the Gommission determines that it is appropriate to apply an above-zero cost rate to the

dit'fetencc.betweeh and OCRB. Staff recommends that the Commission consider a

rangebounded by a .minimum of zoo to a maximum of 2.5.percent. As described in the

testimony of Pafcell, the 2.5 percent is the areal risk-iiee rate of return (i.e., the rate of

retuiNon a iisk-ii'ee investment less inflation); 'As shown onAttachment RCS43, Schedule

D, using the mid-poiht of this range, applied to the Fair Value Increment (the difference



Direct Testimony of.Ralph C. Smith
Docket No. W-02113A-04-0616
Page6

|
I

1

3

betweenFVRB and OCRB) produces an overall fair value rate of return of 6.54 percent to

be applied to the FVRB. As shown on Attachment RCS-3, Schedule A, the application of

the 6.54 percent fair value rate of return to the Fair Value Rate Base results in a revenue

4 requirement of $l,166,116, which is an increase of $58,520 over the $1,107,596 .granted in

Decision No. 68176.5

6

7 Q- Whatrevenue adjustment do you recommend?

8 A.

9

In orderto address the remand issue of What fair value rate of return should be applied to

the far value rate base, I am presenting two adtematives for .the Coxnmissions

10 consideration; The first alternative is shown on Attachment RCS-2,. Schedule A. This

11

12

13

alternative results in a downward revision to the revenue increase of $1,l07,596thatwas

granted in Decision No. 68176 by $7,734 to $1,099,862, as shown on Attachment RCS-2,

Attachment A, columns C andD, lines 1-16.

1

15

16.

17

18

19

20

This Hist alternative is based on the application of a zero cost rate to the difference

between FVRB and OGRB. As explained inmy testimony and in the testimony ofParcell,

a zero costrate--for that portion of the is algppmopriate because that éniouht 'of Rate

Base (i.e., the- fair value increment)'has not been finzlancedrby investors As .shoWNon

Attachment RCS-2, Schedule D, the alpqncpmiate fair value rate-of return tobcpplied to

the under this method is. 6.34 percent..

21

22 Q; What is sh»wn~bnAiu¢hm¢n¢nes-2, S¢l1lOdlllC A,.lines 18-40?

23 A.

24

25

ll

26

2

4

This part of Schedule A reproduces CCWC's proposed computation of the amount to be

recovered over. a 12-month period through a surcharge that would collect the difference

between CCWC's PropOsed revenue increase. and the increase that was authorized by the

Commission in Decision No. 68176, including the application of an interest rate. In the
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21

Si

4 1

I

Company's calculation, interest is applied through March 2008 (the mid-point of the

collection period). CCWC's Mcdation assumes that the recovery period starts October

2007 and proceeds for a period of 12 months (September 2008) or when ii111 recovery is

made. As shown in columns E and F, CCWC proposed to collect $l,l2l,8l2(line 38) via

a surcharge of $0.595 per thousand gallons (line 40). Columns G and H show Staffs

calculation under StaH"s Erst alternative, which results in an $18,053 amount to be

refunded to ratepayers, inclusive of interest, for a sur~credit of l~ cent ($0.0l0) per

thousand gallons of water consumption.

5
61
71
8

9
10.1. Q,
11

Does Staff recommend that the Commission require CCWC to provide ratepayers

with a sur-credit of 1. cent($0.0l0) per thousand gallons of water consumption?

121 A. NO. The $7,734 downward adjustment to the revenue requirement and 1 cent per
:

I.13

141

thousand gallons sur~credit that result under Staff's first alternative is believed to be too

small to warrant arate adjustment.

15

Please explain the second alternative for the fair value rate of return that Staff is

presenting to the Commission for its consideration.

I
I1611. Q,

17

is I A.

191

z0~I

I
I
I

21

22

l

I
I

23

I

I
E
;
i
i

24

25

26

If-the Commission determines Thai the Company shod receivea :wan oN the diffacnee

and ocnn at a cost rm um is abWe.zao, so has asvelSpsa .an~ .

dtexnative for the Comannission's consideiraltion that is based on a. range from zero-to a'

maxinnnn of 2.5 percent. As aplai1n»ed= in the testimony of Purcell, the..2L5. pewees

maximum end of the range is based upon a risk-iiee host rate less ilhflaiion. The mid-pOiiurt .

of this range is 125 ewer. As shown on Attachment Rcs-s, schemas D, applying Me

1.25 pexcentto the difference. between and OCRB (and applying the cost Of capitol?

developed for application to .the OCRB tO the MOW cost components of the FVRB)

results in a fair value rate ofietum to beapplied to the FVRB of 6.54 percent.

i

i

i
I
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1

21
31

41

5
6
71
8

91

This second dtemat ive resul ts in a revenue requi rement  of  $l , I66,116,  which is an

increase of $58,520 over the $1,107,596 granted inDecision No. 68176. The calculation

appears on Attachment RCS-3, Schedule A, column C. As shown on Attachment A, lines

18-40, columns G and H, with interest, this alternative would produce a total. amount to be

recovered through a surcharge of $137,264 and a surcharge of 7.3 cents per thousand

gallons ($0.073). Parcel] efxpldns the basis for Staffs second alternative for the fair value

rate of return; As shown on Attachment RCS-3, Schedule D, if the Commission adopts

this MethOd, the fair value rate of return that would be applied to the fail' value rate base is

6.54percent.

1 0 I
Test Year111 A.

12 I Q,

131 A.

141

What test year is being used in this case?

CCWC's filing is based on the historic test year ended December 31, 2003,

calculations use the same historic test year,

S ta ff's

15
161 Q.

171 A.

18

1921

201

Could you please discuss the test year concept?

21. ,

22 1

23 '

24

25

26

Yesl In AIizwa, a historic test.Y¢2!"£411m0acl\ is used. Various adjustments are nnadeto

thehistsnictest yearaimounts to than theme is a nnaltehing of °mvestment,`revenues-

Ram base items, Suchasplantin service ahdaccumulzqted aqsiecsason, am; .

based on the actual level as of the end ofthehistcnie test ..Severalrate lmalse. items that .

-tend to fluctuate them month to month, stitch' as supplies aNd pnepaynients§.

are based on a test year average level. :Since end softeSt yaesmr net plant in service. is

renamesfame on end of test year customer levels. Additionally, certain

euqielnses, such as depreciation and payroll costs, are annualized based on end of test year

levels. This is to ensure that .the gOing-forwardnesrenue and expense levels are Matched

with the investment (net plant-in-service) used to serve those customers.
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As time goes forward, changes in the Company's cost structure will occur. For example

rate base will increase as new plant is added to serve new customers, revenue will increase

as customers are added, expenses will fluctuate, etc. It is very important to be consistent

with a test period approach to ensure that there is a consistent matching between

investment, revenues and COSIS; Any adjustments that reach beyond the endof the historic

test year must be very carefully considered before being adopted

91 Q,

101 A.

11

12

Summary of Company Proposed and s¢afj"A adjusted' Revenue Requirement

What did your review of CCWC'Sfiling indicate?

As summarized on Attachment RCS-2, Schedule A, in column A, in Decision No. 68176

the Commission determined a revenue deficiency of $1,107,596 for CCWC bed on the

applicationof a fair value rate of returnof6.36 percent to a FVRB of $20,340,298

14

15

16

1 9

As also smnmarized' on Attachment RCS-2, Schedule A, in column- B,. CCWC has

calculated arefvenue deficiency of $1,532,440, based on applying the oziginal cost rate .of

degum of 7.60 Percent to-a FVRB 0f.$20,340,298 and making pro forma adjustments to

test year adjusted net operating income in additicm to those adopted by DeciSion No

68176.. The $1,532,440 revenue deiiciencycalculated by CCWC exceeds the $1,107,596

revenue deieiency that the COnnnission determined in.Decision No. 68176 bY $424,844

20

22

26

As shown on Attachment RCS-2. Schedule A, in column C, based on StarT's f irst

alternadVe for the fair value rate of return recommended by Parnell and CCWC's fair

value. rate base and net operating income that were determined by the Commission in

Decision No. 68176, I have calculated a revised revenue requirement deficiency of

$1,099,862 for CCWC; is $7,734 below the revenue deficiency of $1,107,596

determined by the Commission in Decision No. 68176
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Attachment RCS-3, Schedule A, Column A shows that using Staffs second adtemative for

the fair value rate of return results 'm a revenue requirement of $1,166,116, which is an

increase of $58,520 over the $1,107,596 granted in Decision No. 68176

51 Q.

61. A

Please explain whatis shown on your Attachments RCS-2 and RCS-3

On Attaclnnents RCS-2 and RCS-3, Schedule A to each attachment shows the

determination of the revenue requirement and revenue deficiency on lines 1 through 16

This format follows the presentation by CCWC on its amended filing of July 6, 20Q7

where the Company presented its revised calculations (as of 6/23/07) on SchWMeA-1 to

that tiling. Schedule A to each of my attachments, in essence, presents the change in the

Company's gross revenue requirement needed for the Company to have the opportunity to

am Staffs recommended fair value rate ofretiun onFVRB

On Attachments RCS-2 and RCS-3, Schedule D to each attachment shows the

development of the appropriate fair value rate of return to be applied to the FVRB

Attachments RCS-2 and RCS-3, respectively, presents StaffS WodtemaNve derivations

of the fair value rate of return for application to the FVRB' that Staff is presenting forth

Commissiorl's consideration

20.I Q, Has Stiff made any revisions to the adjusted net operating income. or.fair value rm

base that was determined .by the Coliqmnission inDecis.ibn~N0. 68176?

No. Because there are no otherissues identifiediii the Courtof Appeals rexnnalnd;staff. has

used the sale and the same net operating income that was determined by the23

24 Commission in Decision No. 68176.
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1 1  Q .

2 1  A .

3

4

How Was the FVRB .determined in Decision No. 68176?

In Decision No. 68176, the Commission detennined the FVRB by averaging the OCRB

and Reconstruction Cost New Depreciated Rate Base ("RCND"), I am advised by Staff

legal counsel that none of these rate base amounts were in dispute at the Court of Appeals

and therefore the FVRB is not subject to revision in this remand proceeding

HQ. What amount. Of adjusted net operating income did the Commission determilne in

Decision No. 68176?

1 0

As shown on Attachment RCS~2, Schedule A, line 3, in columns A and C, the adjusted

test year operating income 0f3614,247 was determined by the Commission in Decision

No. 68176.' I am advised by Staff legal counsel that this amount was not in dispute at the

Court of Appeals, and therefore should not be subject. to revision in this remand

proceeding

15  I Q-

16

Referring to Schedule A of Attachments RCS-2 and RCS-3, what is shown on lines 18

through 38?

Lines 18 through 38 present the cdcudations of CCWC's and Staff's amount to -be

recovered or refimdedilmrough a surcharge. Columns E and; F presem- CCWC's

calculations aid columns G and H pres~ ~t Staff's calculations fonnat.for this

presexntatiori is similar to Schedule A-1 of CcWC's July6, 2007 amended Hlilds

See, e.g., Decision No. 68176, page 38, finding of fact #15
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ll Q. Please identify the areas of agreement and disagreement between Staff and CCWC

regarding the calculations shown on your Attachments RCS-2 and RCS-3, Schedule

4 1  A .

5

The areas of apparent agreement between Staff and CCWC concerning the calculation

include the following

6

7 The FVRB is $20,340,298, as shown on l ine 1,  per the Commission's

determination 'm Decision No. 68176. For purposes of this presentation, both

CCWC and I have used the FVRB of $20,340,298 that was determined by the

Commission in Decision No. 681761 0

1 2 The calculation method shown on lines 1 through 16 should be used to determine

the revenue deficiency

1 6

17

The gross revenue conversion factor ("GRCF") of 1.6286, shown on line 13

should be used. This is the same GRCF that the CoMmission used to determine

the revenue requirement in Decision No. 68176

1 8

1 9

20

It would be appropriate to apply a financing cost to the amount of the animal

deficiency or excess

22

24

The Overall fair- vdue rate of. return that the Oonilnlission determines should=be

agpplied.to the FVRB shouldbe used to detmninethe amount of. Ehsmcing cost on

the almualdeficiency orexcess.

25

26 The  a re a s  of dis a gre e m e nt include  the  following:
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The amount of adjusted net operating income. CCWC's July 6, 2007 amended

filing includes additional pro forma adjustments that serve to reduce test year

adjusted net operating income by $9,320. Staff has used the same test year

adjusted net operating income of $614,247 that the Coimnission determined in

Decision No. 68176. As noted above, I am advised by Staff legal counsel that Ms

amount was not in dispute at the Court of Appeals, and therefore should not be

subject to revision in this remand. proceeding. The issue for this remand

proceeding is how to determine the fair value rate of return that should be applied

to fair value rate base, and to recalculate the revenue requirement based on that

What fair value rate of return should be applied to the fair value rate base?

Whether CCWC's ratepayers should be surcharged for additional rate case

expense, and, if so, what is a reasonableand appropriate amount?

161 a

17

181  Q .

19

2 0 1  A .

21

Company-Proposedi Revisions to the Test Year Amount of Net Uperating Income

Determined by the Commission in Decision No. 68176

Should revisions be made to the test year amount of net operating income that the

Commission determ'med in Decision NO. 68176?

22

24

No. The test.year amount of net operating income was determined by Decision No. 68176

and Was not subject to. dispute in CCWC's appeal and therefore Should not befpalt Of the

iNstant proceeding. The Comp@my's "minor adjustments- to' tax.8nd

income tax expense" listed on its Remand Schedule C-1, Should therefore be rejected

CCWC notes on page 5 of its July 6, 2007 amended filing tiiat, in its opinion, the issues

before' the .=ComniissiOn on. remand are extremely ilarnoW and that the bulk. of the

Commission's determinations in Decision No. 68176 were not challenged on appeal. The
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Company's attempt to retroactively revise the Commission's determiNation of test year net

operating income is therefore inconsistent with thisobservation in the Company's filing

5 I Q

Fair Value Rate ofReturn Io Apply to Fair Value Rate Base

How did CCWC determine the fair value rate of return to apply to fair value .rate

base i]l.itgfi]i]lg

In CCWC's July 6, 2007 amended tiling, as shown on Schedule A-1, the Company has

attempted to apply the 7.60 percent rate of return that was developed for application roan

original cost ratebase,to the FVRB

10

11 I Q-

12

What did the Court of Appeals decision state concerningwhether the rate of return

that was developed for application to an original cost rate base should be applied

without adjustment, to the fair value rate base?

I

141 A.

15

1 6

19

The Court of Appeals specifically stated that the Commission was not bound tO apply

rate of return that was developed for use with an original cost rate. base, without

adjustment, tithe far valUerate base. Page 9 of the Court of Appeals decision stated that-

Chaparral City asks that the Commission be directed to apply the 'authoxi2ied.1ame.Of

re»tlmrn"tothe fair vadue ratebaseratherihantothe OCRB, as Chaparral'city contends was

At page 13,pamag1qaph 17, the Court of Appeals decisionstates as. follows

'The assertsthart it was not bound to use theweighmed average costof capital

as .the rate Of return tobe applied to the CommiSsion is correct." Th11S, the

Court of' Appeals clearly mated that the Commission iS"not bourn to apply to the FVRB

the same Weighted average cost of capital that was- developed for application to the

done here ."
I

I
I

i

1
I

I

1

24
I

I
\

|
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1 Q ,

2

What other guidance did the Court of Appeals provide for determining an

appropriate fair value rate of ream to apply to the FVRB?
/

3 A.

4

5

6

4

I

9

10

1 1

12

At pages 13-14, paragraph 17, the Court of Appeals decision stated that: "... the

Commission cannot ignore its constitutional obligation to base rates on a utility's fair

value. The Commission cannot determine rates based on the original cost, or OCRB, .and

then engage in a superfluous mathernaticad exercise to identify the equivalent FVRB .rate

ofretum." At page 13, the decision states: "If the Commission determines that the cost Of

capital analysis is not the appropriate methodology to determine the rate of return to be:

applied to the FVRB, the Commission has the discretion to determine the appropriate

methodology." Thus, a superfluous mathematical exercise cannot be used, i.e., there must

be appropriate economic and financial logic and support underlying the determination of

the fair value rate of return that is applied to the FVRB. The Court of Appeals clearly

13 indicated that the Commission has the discretion to determine the appropriate

1 4 methodology.

1 5

1 6 Q-

17

How has.Stdfl'addressed the ruling in the.Conrt.of Appeals' decision for purposes of

the current remand proceeding concerning the CCWC rate case?

18 A.

1 9

I
I

20
2 1

22

23

24

In view Of the Conrt of Appeals* decision i n the City ease, Staff .has

appropriately adjusted"the'weighted cost of capital to develop an nppmnpmiatefair value

rate of return to apply to the utility's value rate base. David Parcell'S.

.Testimony in the case describes Staffs revidon tothe fait value rate of reiurnon

i8ir.value rate base calculations in view of the. i*ecent Court of Appeals' -decision

concerning Chaparral. As I noted above, Staff is presenting the Commission With two.

alternatives for determining the appropriate fair value rate of return for application to the

.25

26
I

7

g

1
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al

Attaclnnent RCS~2. Schedule D shows the derivation of the fair value rate of return for

application to the FVRB for Staff's first alternative based on the recommendation of

Purcell. On Schedule A of that exhibit, I have applied Staff's fair value rate of return as

described by Mr. Purcell in his Direct Testimony. The cost rate applicable to .the amount

of FVRB that is 'mexcess of the OCRB is zero, since that rate.base is not reported: on the

utility's financial statements and therefore has not beenlinanced by any source of capital

(such as debt or equity) that is reported on the utility's financial statements. As explained

by Mr. Parcell, the financing cost rate for items in the fair value rate base that have not

been financed with debt or equity on the utility"s books is zero; As shown on Exhibit

RCS-2, Schedule A, the application of Staffs fair value rate of return titheFVRB results

in a revenue increase of $1,099,862 In this instance, the application of this fair value rate

of return to the FVRB produces a slightly lower revenue requirement than does the

application of the customary WCOC to OCRB

15

16. A.

17

18

Q Has Staff selectively tested this method on other utilities?

Yes. Stacff has performed calculations using this method for other Arizona utilities. In

eachihsttance, itresulted in a different amount of revenue deiiciencythan didappllying the

cost-baed rate of return to the original cost rate base. Thus; 'it .is not a Mere

supexntluous nnarlimematical exercise

20

214

22

23 A.

24

Please summarize the economic and finaneld 'logic' supporting the use of a zero con

rate to the podion of the that is.in.excess.ofthe GCRB

|
|

Theweighted avenge cost of capital is initially developed to.apply to the OCRB. The

original cost rate base is based on amounts recorded on the utility's books. The .original

cost rate base is financed with 'debt and equity (and Sometimes other sources of cost free

capital) that are recorded on the Utility's books. The. difference between the FVRB and
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2

3

4

5

theocRB has not been financed by any identifiable debt or equity capital on the utility's

boots. Thus, that portion of the FVRB essentially has a zero cost. In other words, as

shown on Attachment RCS-2, Schedule D, the weighted average cost of capital developed

for the application to the OCRB is appropriately adjusted for application to a FVRB by

recalculating the capital structure ratios and assigning a zero financing cost to the

component of FVRB that is not supported by debt and equity on the utility's books,

Additional explmationof e support for this method, from a financial perspwdveis

presented in the testimony of Parcels.

9

.10 Q~

1 1

12 A.

Please explain Staffs second alternative for . the fair value rate of return for

application to the FVRB that Staff is presenting for the Commission's consideration.

Attachment RCS~3, Schedule D shows the derivation of the fair value rate of return for

13

14

15

16

17

I

l~
I
I
I
I
I
I
I 18

Staff's second alterative for application to the FVRB. This `alterna1tive is described in

Mr. Parcell's Direct Testimony and applies a cost rate to the amount of FVRBthat is in

excess. of the OCRB. The cost rate applicable to the amount of FVRB that is in exeessof

the OCRB is based on.the Mid-point ofarange lironn temp to 2.5 percent. As explained by

Mr. Parnell, the 2.5 percent maximum point in the range is based on a risk-icee cost rate,

less inflation. This method JresultS in a fair value rateof ream for FVRB of 6.54:pe1rcent,

as shown on Schedule D.19

20

21

22

23

24

25

26

7

6

Ur SchedUle A of that exhibit, I have applied this 6.54percentfairValue rate;ofrertlnn as

described by Mr. PUrcell iN his Direct Testimony, W determine aN .alteinaltive revenue

aequirement.for the Commission's consideration. As shown On ExhibitRCS-3, Schedule

A, the application of Staffs adtemative far value rate of return to the results' iN a

reveiiUe iNcrease of $1,166,1"16; If this alterativemethod of determining ire fair value

late of return to apply to the FVRB is used, a higher revenue requitement results for
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CCWC. The $1,166,116 revenue deficiency produced by this method exceeds the

$1,107,596 determined by the Commission in Docket No. 68176 by $58,520. In other

words, the application of the alternative fair value rate of return to the FVRB produces a

higher revenue requirement than does the application .of the unadjusted weighted cost of

capital to OCRB

St Q_

Rate Case Expense

What amouNt of additional rate case expense is CCWC requesting?

In its July 6, 2007 amended filing, at page 2, CCWC is requesting an additional $100,000

of rate case expense. This is double the $50,000 for additional ratecase expense that

CCWC requested in its June 3, 2007 filing

Lr
l l

l l
l l
l l
|
.

|

I

l~

L
I

At page 6 of its July 6, 2007 amended filing, CCWC states that

The amount requested by the Comparny $100,000 is approximately the amount
the Company has incurred since October I, 2005, through the date of this filing
The Company will incur additional coasts in eonnection wfth the? remand
proceedings before the Commission, including (bu: not limited to) review of the
direct ad surnebuttal testimony ofSto_0' and RUCO: the preparation ofrebuttal
and rejoinder testimony by its witnesses; an evideNtiary heariNg. (that iS likely to
take two days to Complete),. and poSt-hearing bv'iefing. and other proceedings
including an.opcNrheeting.. The Company estimates .that total' rate case spense
from OctOber 1, 2805, through the completion Of the remand Proceeding will be
approiiimately $208060 . The Company has elected toSubWtantially reduce its
athustrnenttO rate case. acpense in order to eliminate any disputes' about the
amountofrate case arpeenseand simply the issues onreniand

| :

I
I

3.

28i Q- Ur w`hat basis does CCWC state thatit is lsequestiNg additional rate -ease expense?

Page 2 of CCWC's July 6, 2007 amended filing States as follows concerning its request

for additional rate case expense
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3
4,

"... Chaparral City's rate case expense has been increased by $100,000 to take
into' account the additional fees and costs incurred by Chaparral City since
October 1, 2005, including its sueeessfid appeal of Decision No. 68176 and costs
related ro the remandproceeding. "

1 .

21
r
I

5 I

61 Q.
7<l A.

8~
9

10 I

11

121

4 13 .

14

Didn't the Court of Appeals reject a large portion of CCWC's arguments?

Yes, it appears so. In its appeal CCWC had challenged two issues: (1) the methodology

employed by the Commission in Decision No. 68176 to estimate the costof equity capital,

and (2) the rate of return applicable to FVRB. Concerning the Hrst issue, the Court of

Appeals determined that CCWC failed to make a clear and convincing showing that the

Colnmission's adoption of the .Commission's Utilities Division. Staffs recommendation

was unlawiiil or unreasonable. The Court affirmed the Commission's determination of the

cost of equity capital. Thus, one would tend to conclude that CCWC was unsuccessful in

its appeal of that issue.

15

16

17

Second,

18.

191

to I

21

22 1

23

24 I

25

26 I

27 l

28
.
I|

as noted above in my testimony, concerning the second iSsue, i.e., the

determination of an 2=r>vwpria¢¢ raw of return tn the 1=vRB, the com o f

specif ically ruledtliat &eC ssion was not bound tO apply to the FVRB the rateof

return that was developed for OCRB. Specifically, the Court led that the COmrnisdon

'was not .bound to apply an authorized rate Of return #liNt was De=veloped~for rise with m

¢rigintn.cost~ra¢ebase, without adjustment, to the fair value rate base..Page.9 of the Conn

of Apnealsdecision that: "Ch»apariralCity ..L asks Iliatthe COmmissiorrbe '.

to apply the fauiutlltorized rate Of return' to thefair value rate baseratlia ilianto the OCRB,

as city wmetras was dam Tim." I r iore  ha in~ ie . J ruy~6,  200v wndqai

.murata sung, Ccwc is again aSlrihgtlieComnnission wavily are 'aUfhoiized me of

return' that was developed for OCRB, to the fair value rate At page 13, paragraph

17, the Court of Appeals decision states as follows: "The Commission asserts that it was

not bound to use the weighted average cost of capital as the rate of rectum to be applied to
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I
I
I
I
I

5

61
7 1

8

9

1 0 1  Q ,

l l

1 2  I A.

15

16 I

317 I

18.1 Q.

191

20~1 A.

13

14 I

21

22

24

23

26

2 I

3.1

4 I
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.StaffS position Concerning this is based upon the foNowing. M d

OCWC took exception to a Commission decision .and was unsuwssdili in large..part in ..

getting its recommeNdations adopted by the' Cotutof AS noted above, Std lf ,

believesthat cow rev we

appeal. However Staff does not object to CCWC's recovery of a nonnalinned level of

. reasopalile and prudelntrate case expensesin the context .olla,rate case proceeding. in this

regard, so notes that in Docket No. w-02113A-040616 a normalized amount Of rate

Should CCWC's ratepayers be charged for the Company's attorney fees and eosts

related to the appeal?

CCWC's July 6, 2007 amended f i l ing states that i ts request for addit ional rate case

expense is "to take into account the additional fees and costs incurred since October 1,

2005," including costs related. to the appeal. I am informed by Staff legal counsel. that a

state statute, A.R.S. § 12¢348, prevents a utility, suchvas CCWC, from recovering attorney

' fees related to an appeal of a te order.

the FVRB. The Commig3ion. iS cone." Thus, the Court of Appeals clearly stated that

the COmnmnission is not bound to apply to the FVRB the same wedghied average cost of

capital that was developed for application to the OCRB, which is what CCWC is asking

theComMisdontodointhiscase.

Based on the above, CCWC's appeal of Decision No. 68176 appears to have met. with

only l im i ted success, at  best,  and does not appear to represent just i f icat ion for the

substantially 'mcreasedrate case expense that is now beingrequested by the Company.

What is Staffs position concerning whether CCWC should be permitted to charge

ratepayers for additional rate ease expense? .

lll,t1;¢qV€;,plM,¢,m¢\,y1¢v)§W,1l!9w¢li,i81mmney..6¢,I9m8¢¢°§m
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case expense for CCWC has already been included in the determination of net operating

income.' In other words, anormalized level of rate case expense was already reflected in

the determination of net operating income MDwisi0n No. 68176. Consequently, Staff

views the additional rate case expense requested by CCWC related to the remand

proceeding as being in excess of a normalized level of reasonable and prudently incurred

cost. Accordingly, Shave not reflected any additional rate case cost on. Attachments. RCS

2 or RCS-3. Schedule A

9

1 0

111.

Q

REVISED SCHEDULES OF RATESAND CHARGES FOR UTILITY SERWCE

Have you calculated the amount of surcharge or sur-credit related to StaffS

recalculation of the revenue requirement for CCWC?

Yes. This is shown on Attachments RCS~2 and RCS-3 on Schedule A. It follows a

similar format, for ease of reference and comparison, to Remand Schedule A-1, page 2 of

2, that was presented by CCWC in its July 6, 2007 filing

Under the first dtemative, as shown on Attachment RCS-2, Schedule A, columns G and

H, a relied of $18,053 (based on the annual revenue impact of $7,734) would bedue'8'om

CCWC to its customers. Using the gallons of water sold in. 2006, this would equate to a

sur-credit of l cent ($0;0l0) per thousand gallons

a

|

Under the second alternative. as shown on Attachment RCS-3. Skzhedule. A, columns G

arid I-I; aN amount" of$l37,264 would be recovérablc by CCWC from its customers.. Using

I am advised by Staff that in the rate case, CCWChad requested a normalized allowance for late case expense
$213,750, normalized over. three-year period for an annual allowance of $71,250. Staff reviewed this nonnalNzed
amount .and proposed no adjustment in the rate case. Staff didpropose other normalization adjustments in the rate
case, which were adopted bathe Commission. Decision No. 68176 contains a section labeled "Normalization of
Expenses" and the Order adopts Staffs recommendations on the normalization of four accounts. The Staff direct and

surrebuttal testimonies discuss the "nonnalization" of four other expense accounts: office supplies and expense
outside services, transportation expense, and miscellaneous expense

Lr
l l
l l

l l
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2

the gallons of water sold in 2006, this would equate to a surcharge of 7.3 cents ($0.073).

per thousand gallons.

3

4 Q, Under Staffs first alternative, does Staff recommend a rate change for CCWC?

5 A. No. Became of the small size of the $18,053 and the rwulmtwm t of only l cent

6

8

pa thousand gallons, if the Commission Ends thos Msahamadve appmopmiStely

the concerns expressed by the Court of Appeals eoneaning the fair value me of return

applicable to FVRB, Stair is recommending that no rate change (i.e., no sur-cmedit) be

implemented.
/

10.

11, Q-

12

If the Commission were to adopt Staff's second' alternative for the fair value rate of

return as presented in Attachment RCS-3, would rate change be necessary?

1 3 A.

14

158

16; As shown in column H lines 38-40, under Staffs aMtanative

17,

l 8

19

to
21

23

24

25

26

Yes. As shown on Attaclmclent.RCS-3, Schedule A, lines 18-40, the Company's and

Staffs surcharge calculations are basedon an assumed. rate recovery pcriod.starting.in .

Oclobd° 2007 and continuing for a period of.l2 months (September 2008) or when full

recovery is made.

Calculation, the initial surcharge, based on the $137,264, of$0.073 per SuSana gallons, is

m s &m tobc in effect dlnrilng the period Octdbe1r 2007thwugh September 2008.. In .

additiOngto- the surchamrgethat would be necessary 'to cOlloq the past revenue. deiiciwvy, :

With interest some minor adjusUnents tO the COnu;paN3t's rateswouldhe

fOrecova Prospectively the annual revenue deficiency of $58,520 that would continue

alter September 2008.. One way 'of addressing .this would be via a .Iowa amount of".

surcharge oiler the $137,264 "total amount to be recovered" on Attachnnena RCS-3,

column H, line 38, were recovered. Using the 2006 gallons sold of 1,885,008,000, Ethe

$58,820 aNnual revenue deficiency that Would coNtinue allies September 2008 equates to a

surcharge of $0.031 (i.e., 3.1 cents) Per thousand gallons. That reduced surcharge could

I
I
I
I
I
I
I
I
I
I
I
I
I
I
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then be applied commencing in October 2008, or earlier, if the $137,264 "total amount to

be recovered" were recovered prior to September 30, 2008. Earlier recovery could

potentially occur if water sales volumes during the recovery period exceed the 2006

gallons sold during 2006, which were used to derive the surcharge amount

6 Q- Staff has presented two alternative calculations of the fair value rate of return on

FVRB to the Commission. Do you have an opinion on which of the two alternatives

is more appropriate and why

1 0

Yes. Because the difference between the FVRB and OCRBhas not been financed with

any debt or equity capital that is recorded on the utility's books, I believeth assignment

of a zero cost late to that component of the FVRB, as shown on Attachment RCS~2

SchedUle D, in order to compute the fair value rate of return onFVRB best conforms with

economic and financial principles. For CCWC, therefore, I recommend that the

Commission adopt the fair value rate of return of 6.34 percent shown on Attachment RCS

2, for application to theFVRB of $20,340,298. As noted elsewhere in my testimony, and

shown on Attachment RCS-2, Schedule A, this dtenrative would produce a retime of

$18,053 and sur-credit of 1 Cent per thousand gallons

Lr
ll

|

19. ~Q. Does this conclude your testimony



Attachment RCS-1
QUALIFICATICNS OF RALPH C. SMITH

Accomplishments
Mr. Smith's professional credentials include being a Certified Financial. PlannerTm professional, a licensed
Certified Public Accountant and attorney. He functions as project manager on consulting projects
involving utility regulation, regulatory policy and ratemaldng and utility management. His involvement in
public utility regulation has. included project management and in-depth analyses of numerous issues
involving telephone, electric, gas, and water and sewer utilities

Lr
ll
l l
ll
l l
l l

ll

Mr. Smith has performed work in the field of utility regulation on behalf of industry, PSC staffs, state
attorney generals, municipalities, and consumer groups concerning rcgudatory matters before regulatory
agenciesihAlabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Florida, Georgia
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri,New
Jersey, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina, South Dakota, Texas
Washington, Washington, D.C., Canada, Federal Energy Regulatory Commission and various. state and
federal courts of law. He has Presented expert testimony in regulatory hearings on behalf of utility
commission staffard interveners on several occasions

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission Staitl of the budget
and planning activities of Georgia Power Company; supervised 13 professionals; coordinated over 200
interviews with Company budget center managers and executives;organizedand edited voluminous audit
report; presented testimony before the Commission, Functional areas covered included fossil plant O&M
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommendations were accepted by the Commission

Key team member 'm the Finn's management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska Commission Staff, which assessed the effectivenessof the Utility's operations in
several areas; responsNale forin-depth investigation and report writingin areas involving irNbrmation
systems, finance andaccounting,aHliliated relationships and transactions, anduse of outsidecontractors
Testifiedbeforethe Alaska Commissionconcerning certa'm areasof the audit report. AWWUconcurred
with each of Mr. Smith's 40 pins recommendations for iMprovement

Cm-comsultant 'm the analysis of the issuessnnrmm:nudi1uggashramlsperlationperfornnedfor the law Ermnf
Cravats, Swayne8:Moon 'm coanliunncticm withthccase ofRql.n~oldsMetals C0.vs. theCol1§1uuhbia. Gas
System In¢;;diaRed in-deplll!¢P°44 c¢m¢erningtlxereguhtary treatment at'both gem and.f8d>e1tal levels-of
issues such as flexiblepricing and 1uneundatQry gas hrinsportatiom

Leaglcnnsultamand.empenitwimqssintlxe analysis ofthe ratcinc1easerpquestoftheCity of Austin
Electric Utilityonbehalfofthqraidemtlinlconémncxs. Aknnmag then1nnerou.s ratennaking addiccssed
was its .ecxmnmies QftheUtility'seinployMcnt ofcutside Sr=wi°¢s; bc4M wduen and Omni
testimony omili1uing.recoennnnne1ndati<ms bases..Must of Mr. Smith'srecomnmsndatiomas wiz adopted
bythcCityCbxunlci1aIidUtilityin§Qcttl~t

Key team ndmnnba gr mnailysis of the rate stabilizawticn plan submitted by the Soulhnn Bell
Telcphonp& TelegrarpihConnpany tothq Florida PSC; goxqnehensiveanalysis dfthc Gonnpalmy's

whiézliwsxeusedas tlicbasis for cstablisihmg mM

Lead consular in analyzing Ball Telephone sepauratimls in.Misso\Iri; sponsomiedxheeo11npl<bx
technical analysis andcalculationsupon whichthe finn's testimonyin Ilmt case was based. He has also
assisted 'm analyzing c=ha1n~ges 'm depreciation nncflhodology forscttiug telephone rates
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Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas Utilities
Company, Michigan Consolidated Gas Company, and Consumers Power Company. Drafted
recommendations regarding the appropriate rate of interest to be applied to any over or under collections
and the proper procedures and allocation methodology to be used to distribute any refunds to customer
classes.

Lead consultant in the review of Consumers Power Company's gas cost recoveryremind plan. Addressed
appropriate interestrate and compounding procedmtes and proper allocationnnetdxodology.

Project manager in the review of the request by Central Maine PoWer Company for an increase 'm rates.
The major area addressed was the propriety of the Company's ratcnnaldng attrition adjustment 'm relation to
its corporate budgets andprojections.

Project manager 'm an engagement designed to adtiress the impacts of the Tax Reform Act of 1986 on gas
distzfbution utility operations of the Northern States Power Company. Analyzed the reduction in the
corporate tax rate, uncollectibles reserve,ACRS, unbilled revenues, customer advances, CIAC, and t iming
of TRA-related impacts associated with the Company's tax liability.

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 1986 on
the operations of Connecticut Natural Gas Company on behalf of the Connecticut Department of Public
Utility Control - Prosecutorial Division, Connecticut Attorney General, and Connecticut Depaimient of
COnsumer Counsel.

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") .proposal presented by Northwestern BellTel¢hone Company ("NW B")
doing business as U S West Communications ("USWC"). Objective was to express an opinion as to
whether current rates addressed bY the plan were appropriate from a Minnesota intrastate revenue
requirements and accounting perspective, and to assisting developing recommended modifications to
NWB's proposed Plan.

Performed a variety of analytical and review tasks related to our work effort on this project. Obtained and
reviewed data and donned other procedures as necessary(1) to obtain an understanding of the
Company's Incentive Plan filing package as it relates to rate base, operating income, revenue requirenneints,
and plan operation, and (2) to formulate an opinion concerning thereasonableness of current rates and of
amounts included within the Conupanys Incentive Plan filing.. These procedures included requesting and
reviewing extensive discovery, visiting the Company's offices to review data, issuing fo1Iow~up
information requests in many instances, telephone and on-site discussions with Company represcrnatives,
and frequent discussions with counsel ahd DPS Staff assig;nedto*the project.

L n d & m M n n 4  ' m i n e regulatory analysis oflersey Cemh1al.Powex & Light Company for the Depaurhuuelun
nfthe.RublicAdnccate, Division of kate Counsel. Taslzs perfcllmned includedon-site review and audit of
Comnpumry, .idelultiiication andanalysis of specific issues,.pmepa1ution of datarequests, testimuuxy, and cross
examination qucstixms. Testified inHearings.

Assisted the NARUC Committee on Management Analysis with dratting the ComMmtfSWMds for

Management Audits;

Presented training scminams coveringpublic utility wctnmting, tax reform, ratemaldaug,aIHiliated
transaction auditing, rhtecase management, and regulatory policy in Maine, Geourgia, Kemuiaky,'zurnl
Pehnsylvantia. Selnuinams wemepresentei to commission staffs and consumer interest groups.
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P re vious  P os itions

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved primarily in
utility regulatory consulting, and also in tax plaining and tax research for businesses and individuals, tax
return preparation and review, and independent audit, review and preparation of financial statements

Installed computerized accounting system for a realty management Mum

Education

Bachelor of Steve in Admni1nisua§on 'mAccounting, m'th dis&ncdon, Univ¢rsity of Michigan,Deaulbam,

Master of Science 'm Taxation, Walsh College, Michigan, 1981 . Master's thesis dealt m'th investment tax
credit and property tax on various assets

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient of
AmMcmlmispmdmce Award for academic excellence

Continuing advocation required to maintain CPA Iicensc and CFP®certifxcate

P8SSOd all pm; 6fCPA examination iniiirst siitil\8» 1979.. RzceiwdCPAcertificate in 1981 Ana Certified

Financial Planuuinng certificate in 1983. Admitted to Michigan and Fedelral bans in1986

Michigan Bar Association

American Bar Association, sections onpublic utility law and taxation.

I
I
I
I
I
I
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Partial list of utility eases participated in

I
I

I

1

79-228-EL-FAC
79-231-EL-FAC
79-535-EL-AIR
80-235~EL-FAC
80-240-EL-FAC
U-1933*
U-6794
81-0035TP
8 I-0095TP
81 -308-EL-EFC
810136-EU
GR-814342
Tr-81 -208
U-6949

18328
18416
820100-EU

|
U-7236
U6633-R
U-6797-R

Cincinnati Gas & Electric Corunpainy (Ohio PUC)
Cleveland Electric MunnMaMg Company (Ohio PUC)
East Ohio Gas Company (Ohio PUC)
Ohio Edison Company (Ohio PUC)
Cleveland Electric Cormpatny (Ohio PUC)
'rucsun Electric Power Company (Arizona Corp. Conurncission)
Michigan Consolidated Gas Co. --16 Rcfirnds (1Vli¢l\i8=Il PSC)
Sonnlre:rn*Bell Telephone Cwvwly (Florida PSC)
General Telephone Conuparny ofFlodda PSC)
Dayton Power & Lightco.- Fuel Adjustment Clause (Ohio PUT)
Gulf Power Company (Florida PSCD
Nourlhern States Power Co. -.E-0027Minunesota (Minnesota PUC)

Bell Telephone Company PSC))
DetrOit Edison PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)

Gas Corporation (MIWIWHWQ PSC)
Power CoNnpnny (Alabama PSC)

Florida PoWer GcupomratiOn (Florida PSC)
Kentucky Utilities (Kentucky PSC)
East Kentucky Power Cooperative, Inc. (KeNtucky PSC)
Detroit Edison - Burlington Northern Refund (Miclrigan.PSC)
Detroit Edison - macs Program (Michigan plc)
Consumers Power Corripany -MRCS Program (Michigan PSC)
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U-55 l0-R ConsumersPower Company -Energy conservation FiNance
Program Michigan PSC) .
SouthCarolina Electric & Gas Com4>aNy.(South Carolina PSC)
Generic WorkingCapital Heading. (Michigan PSC) .
Westcoast TransmissioNCo., (NatioNal Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida. PSC)

82-240B
7350
RH-1-83
820294-TP
82-1.65-EI.-Epc
(Subtle A)
82~I68-EL-EPC
830012-EU
U-7065
8738
ER-83-206
U-4758
8836
8839
83-07-15
8l~0485-WS
U-7650
83-662
U-7650
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83-1039
U-7802
83-1226
830465-EI
U-7777
U-7779
U-7480-R
U_7488.R
U-7484-R
*u-7550-R
U-7477-R*I*
18978
R-842583
.R-842740
850050-EI
16091
19297
76-18788AA
&76-l8793AA

Toledo Edison Company(Ohio PUC)
Clcvelzmd Electric Csmnpmny (Ohio PUC)
Tamper Electric Conapamy (Florida PSC)
The Detroit Edison Company - Ferrell (Michigan PSC)
Oolunubia Gas often¢ucky, Inc. (Kentucky PSC)
ArkansasPower & Light Conuprmty (Missovuri PSC)
The Detluit.Edisors Conugpainy - Reminds (Michigan PSC)
Kenmrcky American Water Ccnupaqnqr (Musky PSC)
Wcstcm (KennmekyPSC) .
Connecticut Light & Pofwcr Co. (Connecticut DPU)
Palm Coast Utility Corporation (Florida PSC) .
CoNSunners Power Co. - Partial and Inumedirltc (Michigan PSC)
Continental Telephone Companly of California, (Nevada PSC)
Consumers Power Company - PMI Michigan PSC)
Detroit Co., FAC & PIPAC Reconciliaition (Michigan PSC)
Louisiana Power & Light Colnpany (Louisiana PSI
Campaign Ballot Proposals (Michigaml PSC) .
Seacoast Utilities (Florida PSC)
Detroit Edison Company (Michigan PSC)
CP National Coiporaiion (Nevada PSC)
Michigan Gas Utilities Company (Michigan PSC)
Sian Pacific Power Grnnupanty (Nevada PSC)
Florida Power & Light Company (Florida PSC)
Michigan- Consolidand Gas Company (Michigan PSC)
Coulsnhunels Power Company (Michigan PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company -1`Gas (Michigan PSC)
Michigan Gas Utilities Coannpany (Michigan PSC)
Detroit Edison Connpanuy (Michigan RSC)
Indiana & Michigan Electric Connpamy (Michigan PSC)
COntinental Telephone Co. of the South Alabama (Alabama PSC) .
Duqixesne Light Connpanry (Pennsylvania PUC)
Pennsylvania Power Coinnpanny (Pennsylvania PUC).
Tampa Electric Company (Florida .
Louisiana Power &-l..ight Company (Louisiana PSC) .
Comlthnentlal TCICPHUIIEBCO. Of the Sd1tlt.4kJahanqa(Alab~ nm

r

Detroit Edison - Rehmd - Appeal ofU-4807 (lnghaann
County, Michigan Circuit Court)

85-53476AA
.& 85-534785AA Detroit Bdisnm» Relinnd- App°°10fU-4758

(l:ng&mnuCammy, Michigan Ci1rcuit'Cawltt)
*Coausmmnkns Power Qnmnpany. - Gas (Michigan PSC) .
United Telephone Cbnnpamy6£Missorid PSC) .
Central Maine PowerCompany (Maine PSC)

U-8091/u.8239
TR~85-179"
85-2}2
ER.85646001
& ER-85647001
850782_EI& 850783-EI
R-860378

New EnglaxnO Power.Com1.wlnty (FERC) .
FloridaPower & Light Company (Florida PSC)
DuquesneLight Conupanry (Pennsylvania PUC)
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R;850267
851007-WU
& 840419-SU
G-002/GR-86-160
7195 Umerim)
87-0L03
87~0I-02

Pennsylvania Power Company (Pennsylvania PUC)

R-860378
3673-
29484
U-8924 .
Docket No. 1
Docket E-2, Sub 527
870853
880069**
U-1954-88~102
T E-1032-88-102
89 . w3s
U-89-2688-T
R-89I364
F.C. 889
Case No. 88/546*

87-11628*

890319-EI
891345-EI
ER 8811 0912]
6531
R0901595
90.10
89-12-05
900329-WS
90-1z" 018
90-E4185
R~911966
L904074037, Phasell

U-.!551-90-322
U-1656=9l -134
U-2013-9I-]33.
91 - 174***

U-1551-89-_02
&U-1551-89-103
DocketNo 6998
TC-91-040A and
TC-91-040B

9911030-WS &
91 I-67-WS
922 I80
72 and 7243

Florida Cities Water Company (Florida PSC)
Northern States Power Company (Minnesota PSC)
Golf States Utilities Company (Texas PUC)
Connecticut Natural Gas Company (Connecticut PUC))
Southern New England Telephone Coiuntpany
(Connecticut Department of Public Utility Control)
Duquesne Light Company Surrebuttal (PeI1l1sylv2nia PUC)
Georgia Power Company (Georgia PSC) I
Long Island Lighting Of. (New York Dept.. of Public Service).
Consumers Power Company - Gas (Michigan PSC)
Austin Electric Utility (City of Austin, Texas)
Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and Water Company (Pennsylvania PUC)
Southern Bell Telephone Company (Florida PSC)
Citizens Utilities Rural Contxpany, Inc. & Citizens Utilities
Company, Kinsman Telephone Division (AriZona CC)
Illinois Bell Telephone Company (Illinois CC)
PUget Sound Power & Light Company (Washington UTC))
Philadelphia Electric Company (Pennsylvania PUC)
Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et al Plaintiffs, v.
Gulf+Western, Inc. et al, defendants (SUpreme Court County of
Onondaga, State of New York)
Duquesne Light Company, et al, plaintiffs, against Gulf+
Western, Inc. et al, defendants (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division)
Florida Power & Light Company (Florida PSC)
Gulf Power Company (Florida PSC)
Jersey Central Power 8: Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
Equitable Gas Company (Pennsylvania Consumer Counsel)
Artesian Water Company (Delaware PSC)
Southern New England Telephone Company (Connecticut PUC)
Southern States Utilities, Inc. (Florida PSC)
Southern California Edison Company(Califoxnia PUC)
Long Island Lighting Connpainy (New.York DPS)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
(Investigation of OPEBs) Department of the Navy and dl Other ..
Federa1Executive Agencies (California PUC)
Sotnhwest Gas Corporation (Arizona CC)
SuhCity W ater Company (Arizona RUCO) .
Havasu W ater Company(Arizona RUCO)
Central Maine Power Connqsamy (Department of the Navy and all
O1lrerFederal Executive Agendas)
Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona

Corporation Commission)
HawaiianElectric C0nuvany (Hawaii.PUC)
Intrastate Access Charge Methodology, Pool and Rates
Local Exchange Carriers Association and South Dakota
Independent Telephone Coalition
General Development Utilities - Pop Malabar and
West Coast Divisions (Florida PSC)
The Peoples Natural .Gas Company (Pennsylvania PUC)
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC)
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R-00922314
& M-920313C006
R00922428
E-l032~92-083 &
U-1656-92-183

Metropolitan Edison Company (Pennsylvania PUC)
Pennsylvania American Water Company (Pennsylvania PUC)

92-09-19
E-1032-92-073
UE-92-1262
92-345
R-932667
U - 9 3 - 6 0 "
U-93-50**
U-93-64
7700
B-1032-93-1 II&
U-1032-93-193
R-00932670
U~l514-93-l69/
E-1032-93-169
7766
93-2006- GA-Am*
94-E~0334
94-0270
94-0097
PU-314-94-688
94-12-095-Phase I
R-953297
95~03-01
95-0342
94-996-EL-AIR
95-1000-E
Non-Docketed
Staff Investigation
B-1032-95-478
E-I032-95-433

GR;96-285
94-1045

. A.96-08-001 et al.

94324
96-08-070, et 81;

f

I
I

=97705~12
R-00973953

97-65

Citizens Utilities Company, Agua Fria W ater Division
(Arizona Coloration Comnnuuuission) .
Sofuiihelln New Elngland Teleph~one.Company (Connecticut PUC)
Citizens Utilities Company (Electric Division), (Arizona CC)
Puget So\ntrdPower anti Light Company (Waslringtoutr UTC))
CommUnal Maine Power Company (Maine PUC)
~Mun:~ Gas & W ater c0mpany(p¢nm,ylv¢ni» PUC)
Matamruslm Telephone Association, Inc. (Alaska PUC)
Anohonge Telephone Utility (AlaskaPUC)
PTI Communications (Alaska PUC). .
I-Idwuiim Electric Comnprnoy, Inc. PUC)

Utilities Company - Gas Division -
(Airizona Corporation Cornumrisdon
Pennsylvania American Water Company (P »~~ ~ylvania PUC)
ShlcofAssetsCC&NiiomCOmltelof thcW est, lnc.t0
Citizens Utilities Company (Arizona Corpocration Commission)
Hawaiian Blcclzic Cosnuprmy,.Inc. PUC)
The East Ohio Gas COmpany (Ohio PUC)
Consolidated Edison Company (New York DPS)
Inrtem'-State Water Company (Illinois Commerce Commission)
Citizens Utilities Connqpany, Kauai Electric Division (I-lavvaii PUC)
Application for Transfer of Local Exchanges (North Dakotas PSC)
Pacific Gas & Electric Connpaiuy (Cdifolmia PUC)
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC)
Sonihemn New England Telephone C°1r1p=rlv (Connecticut PUC)
Cofmmner Illinois Water, Kanlnlkee Water District (Illinois CC)
Ohio Power Conupzuaury (Ohio PUC)
South.Csxolina Electric & Gas Comnpanry (South Caxoliuua PSC)
Citizens utility CoNnpahy - Arizona Telephone Operations
(Arizona Couzpontion Commission) .
Citizens Nostheirn Arizona Gos Division (Arizona CC)
Citizens Utility Co. - Arizona Electric DiviSion (ArMoha CC)
Collaborative Process Columbia Gas of Pennsylvlllih
(Pemnylvnxnia PUC)

Southern New Ennglmnd Teleplromne Comupanuy (Colnlnectieut PUC)
California Utilities' Applieatiorls 1.0 xdm¢ify.sunr Costs ofNon-
Nirclear Generation Assets, & Transition Costs for Util i ty .
Restructuring, 8: (CallifomniS PUC)
Bell Atlauutie -Delaware, ire; (Delaware PSC) .
rqcinc GuaElectricco.,s<=@utn==»nca1if¢mna»Edi4<=m=c¢.am
San Diego Gds & Electric Company PUC)
Connecticut Light & POwer (Cémnectieut PUC) . .
ApplicatiOn of PECO Energy Connpamly for A.ppru=va1 -of its
Restructuuring Plan Urrder Section 2806 of the PUblic Utilityflode .
(Pen:nSylvania PUC) . . . .
Application M Delmarva Power &Light Co, for Application ofa
Cost Accounting `Man1ial and aCode of CcndIim (Delaware PSC)
Erxttergy Gulf States, Inc. (Cities Steering Committee) .
.SolutlrweStern relephSne Co. (Arizona COrpouzaztion Commission) ..
DelaWare T 8Estinuate Impact of Umlversil Services Issues
(Delaware PSC)

16705
B-1072-97-067
Non-Docketed
Staff Investigation



pU-3I4-97-12
97-0351
97748001

|
ll

U-0000-94- 165

11

US :West Communications, Inc. Cost Studies (North Dakota PSC)
Consumer Illinois Water Company (Illinois CC)
Investigation of Issues tobe Considered as a Result of Restructuring of Electric
Industry (Nevada PSC)
Generic Docket to Consider Competition in the Provision
of Retail Electric Service (Arizona COrporation Oormnission)

98-05-006-Phase I San Diego Gas & Electric Co., Section 386 costs (California PUC)
9355-U Georgia Power Company Rate Case (Georgia PUC)
97-12-020 - Phase I Pacific Gas & Eclectic Company (California PUC)
U-98-56. U-98-60 Investigation of 1998 Inuastate Access charge filings
U-98-65. U-98-67 (Alaska PUC)
(U-99-66, U-99-65 Investigation of 1999 Ixltrastate AccessCharge Blind
U-99-56, .U-99-52) (Alaska PUC)
Phase II of 97-sccc-l49»GIT

Southwestern Bell Telephone Company Cost Studies (Kansas CC)
PU-314-97-465 US West Universal Service Cost Model (North Dakota PSC)
Non-docketed Assistance Bell Atlantic -Delaware, Inc., Review of New Telecomm

Contract Dispute

Non-docketed Project
Non-dockeied
Project
E-1032-95-417

T~l05 l B-99-0497

T-0105IB-99~0105
A00-07-043
Tm05rm99m99
99-419/420
PU314-99-119

98-0252

Non-Docketed

00-11-038
00-1.1-056
00-10-028

98-479

99-457

and Tariff Filings (Delaware PSC)
City ofZeelmtld, MI -We:terCouttactwiIiIthe City ofl-Iollumd, MI
(Before an arbitration panel)
City ofbanville, IL - Valuation ofWatcr.System (Danville, II.)
Village of University Park, IL - Valuation of Water and
Sewer Systemwillage of University Park, Illinois)
Citizens Utility Co., Maricopa Water/Wastewater Connpatmies
ct al. (Arizona CorporatiOn Conuuiudssion)
Proposed Merger of the Parent Corporation of Qwest
Communications Coupoiattion, LCI International Telecom Corp
and US West Comrmmications, Inc. (Axizoma CC)
US West Commnnlunications, Inc. Rhino Case (Arizona CC)
Pacific Gas & Electric ¢ 2001 Atuidqn (aufornia PUC)
US WeWQucst Breadbamud Asset Tmisfa (Arizona CC)
US West, Inc. Toll andAcccss Rebalancing (Nortlst Dakota PSC)
US West, Inc. Rate Increase and Cost Study Review
morn Dakota PSC
Ameritech _ Illinois, Review of Alternative Rcgulation.Plan
(IllinOis CUB)
Delmarva Billing System Investigation (Delaware PSC)
Mnhmusita Telephone Association (41194 PUC)

Management Audit and Market Power Mitigation Analysis ofthe
Merged'Gas System Operation of pads; Enterprises and Enova
Corporation (California PUC)
Southern California (camifunna PUC)
Paeiiie Gas .& Electric (Cilifwtia PUC)
TheUtility Reform Networkfor Modilicattion ofkesolutiom E-
3527 (California PUC)
Delmarva POwer -&r Light Application for Approval. of its Electric
.no Fuel Adjusnnents Costs (Detaware'PSc)
DelaWare Electric Cooperative Resttructwriang Filing (Delaware

99-03-04

Delmnalrva Power & Light db ComeetivPower Delivery
Analysis opCode ofCodniiil1ct and CcstAceom\atQ:ingManlia1(Delaware PSC)
Udted Coluppanly Recoveryof Sllinded Costs
(Cummecticut OCC)
CoitMecticut Light & Power (Commeetieut DCC)99-03-36

Civil Action No
98-1117 West Penn Power Companyvs. PA PUC (Pennsylvania PSC)



Case No. 12604
Case No, 12613
41651
13605-U

13196-U

Non-Docketed

Non-Docketed

Application No
99-0 I -016

Upper Peninsula Power Company Michigan AG)
Wisconsin Public Service Commission (Michigan AG)
Northern Indiana Public Service Co Overearnings investigation (Indiana UCC)
Savannah Electric & Power Company ' PCR (Georgia PSC)
Georgia Power Company Rate CasdM&S Review (Georgia PSC)
Savannah Electric & Power Company Natural Gas Procurement and Risk
ManagemenVHedging Proposal, Docket No. 13196=U (Georgia PSC)
Georgia Power Contipany & Savannah Electric & Power FPR
Company Fuel Procurement Audit (Georgia PSC)
TransitionCosts of Nevada Vertically IntegratedUtilities (US Deparmnent of
Navy)
Post-Transition RatemakiNg Mechanisms for the Electric Industry
Restructuring (US Department of Navy)

99-02-05
01-05- 19-RE03

G-01551A-00-0309

00;07_043

Connecticut Light & Power (Connecticut OCC)
Yankee GaS Service Application for a Rate Increase,Phase I-.2002~IBRM
(Connecticut OCC)
Southwest Gas Corporation, Application to amend its rate
Schedules (Arizona CC)
Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

97-12-020
P has e  II
01-10-10
13711-U

02-BLVT»37'7-AUD
02-S&'IT-390-AUD
01-SFLT-879-AUD

Pacific Gas & Electric Company Rate Case (California PUC)
United Illuminating Company (Connecticut OCC)
Georgia Power FCR (Georgia PSC)
VerizonDelaware §27l(Delaware DPA)
Blue Valley Telephone Company Audit/General Rate Investigation (Kansas.CC)
S&T Telephone Cooperative Audit/General Rate Investigation (Kaunas CC)
Sunflower Telephone Company Inc., Audit/Geneial Rate Investigation

01 -BS TT-878-AUD Bluestem Telephone Company, Inc. Audit/Genexalkate Investigation
(Kansas CC)

P404. 407. 520.413
426. 427. 430_44211
CI-00-712

U~0l-85

U-01-34

U-01-83

U-01-87

ll

96~324. Phase H
03-W HST-503-AUD
04-GNBT-130-AUD
Docket 6914

Sherbume County Rural Telephone CoMpany, db ask Connections, Etc
(Minnesota DOC)
ACS of AlaSka, db as Alaska Connmmications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Anchorage, db as Alaska Commnicadom Systen1s~(ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS ofFait'banks, db as Alaska Communications Systems (Acs),.Rate Case
(Alaska Regulatory Commission PAS)
ACSof the NorllilaNd, db as Alaska CommunicatioNs Systems (ACS), Rate
Case (Alaska Regulatory Commission PAS)
Venlzon Delaware, 1nc§ UNE Rate Filing (Delaware PSC)
Wheat State Telephone Company (Kansas CC)
GoldenBeltTelephone Association (Kansas CC)
Shoreham Telephone Company, Inc. (Vermont
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ChapamN City Water company
Capital Stnxctme & CostRates

TM Year Ended December 3 I. 2003

Amtaclmrent RCS43
D0¢k¢tno. W-021 I3A-04*06I6
Schedule.D
Page I of 1

No. Capital Source

Capitalization
Percent

Weighted Avg
Cost of Capital

2.10%

|
ll
|

l
2
3

Per Commission Decision No. 68176
Long-Term Debt
Comnllon Stock Bquity

Total! Capital

41 .20%
58.80%

100.00% 7.60%

4
5

ha for Fair Value, t¢ Base
7,0l6,675 34.50%

l0.014;090 49.23%
17,030,766

9.30%
I .76%
4.58%

7
s
$

l 6 2 7 %
\00.00%

1.25% rel 0.20%

8

ACCSMM-Alterlzudve-htpoied Con of Cap
Long~TarmD¢bt s

. Comnudon S@ockBqui1y S
Capital &\ancingOCRB S

Apgnda»tiom 1bCneOCRB
not reeqgnized on utility's books
Total alpital supporting FVRB

3.309.533
20,340,299

Notes and Solana
Lm¢$ I-3: Decision No. 6817681 page 26
Lines 4-8

Fair Value RIM Base S 20,340,298
w e  C o s t  R M C  B i n s . 17,030,765
Diffaenee s 3.309.533

Diiewnoeik ippueciintiola ofF»irValucc¢verOrigind Custthatisncueecguized
agathe utility: boats

Decision No. 68176, page 9
Decision No. 68176, page 9

fa] Tlalc ofPdrValueo~u' 0rigmm Codhasnotbeexxxecelgnizedhxthe wlityr=b°<n=». Such
08-bdeliappuue&6cnhi8ndbeen'6nlllneedUydeMoreqldtya1pitalleewdedolid1elltilily'¢booln

ardéccnondctheosyvvc1lld81uutcleindicnetl:l»t.dne Costbookvwdue
¢n;¢u1ab¢l¢°maa=¢arw¢a¢a¢¢lpamp~»tp¢¢¢»nmowsw4miaumAnaau»=uaR¢s-2;h°wqver,»
3wdnlbed'mmr'P'1ncd\'stus§lnoi1y, Stadfhds dsopnidut¢dWeCnn11ui °oqvvith m dtel1udvc,shonvn
hue, based on due Qin1=I\a°l><iw»4°4lry ow lM &eredlisk-flecluW (i.e., thcxislctee Mann
lmiqtladon) Wtheauncunz Bfappredawtiaum lbwe °CRB NorréecgIizqiou the utility'8.h0¢I¢, As
m¢l5il\ed"m.6iodiiepllttsillgcily.-04'Sl1l8wi11lest Puwelkdmaéisnqridcto Bnlildngfhis eoumnlwn of
FVRB;bdd1is46\ihpcndtofPVKB i|!IB84wrd\¢dsiln8ationahoveOCRB .

Mid-point of nanga 1.25%
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Page 1152

BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)
)
)

Phoenix, Arizona

September 21, 2007

At:

Date:

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME VII
(Pages 1152 through 1351)

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:

•

UNS Electric / Rates
E-04204A-06-0783

9/21/2007
Vol. VII
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I
I
I
|
I
I
I
I

z

g
9
6

Arizona Reporting Service, Inc. www.az-1'epor tinq.corr1
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, Az
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Page 1187

I do1

2

3

4

A.5

6

7

Q.

capital I just cite the number in my testimony.

not perform that calculation. He does.

Q. Okay. If we were to take 167 million and

subtract 130 million, we would get 37 million; correct?

Every time, yes.

Q. And that would be the f air value increment in the

example we've been going through?

A. In that example, yes.

And we would, again, be multiplying 130 million

times the cost of capital, 8.99 percent, which would get

us to the $ll,687,000 figure that we talked about earlier;

correct?

A. And that's the revenue requirement which gives

the return investors are entitled to, yes.

And that would be the figure, because 37 times

It should be.

8

g

10

11

12

13

14

15

16

17

18

19

20

21

's

•

22

23

24

25 Q

Q.

zero is zero?

A. That's right. It has to be that

way because this way investors are provided with a return

on their invested capital

Q. So we have --

A. It's the $11.7 million provides all of the

required return investors are entitled to. There no

need to add anything to that. Otherwise, it's just a

bonus to the equity owner.

I apologize for cutting you off frequently.

I

I

I

I
I
I
I
I

I
I

UNS Electric / Rates
E-04204A-06~0783

9/21/2007
Vol. VII

Arizona Reporting Service, Inc. www.az-repor ting mlom
Court Reporting & Videoconferencing Center

(602\ 274-9944
Phoenix, AZ
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3

4

5

6

7

Page 1188

But basically under what you're recommending now,

we get the same 11.687 figure as we do under what Staff

used under the old system; correct?

A. Well, you should, but the answer is yes. And you

should because that's the dollars of capital required to

compensate investors for their investment. So it should

be that. Those are the dollars required to pay investors

for the use of their capital, and every dollar of investor

capital is provided for return, and there should not be

anything added to that.

Gellman.ALJ WOLFE:

MR. GELLMAN: Thank you, Mr. Parcels.

No further questions, Your Honor.

THE WITNESS: Thank you.

Thank you, Mr.

Scott, do you have redirect examination forMs.

Mr. Parcels

I do.MS. SCOTT: I was wondering if I could

Sure •

8

9

10

11

12

13

14

15

16

17

18

19

have about two or three minutes.

ALJ WOLFE: Why don't we just go ahead and

take 10 and come back at 10:20.

(A recess was taken from 10:10 a.m. to 10:20 a.m.)

ALJ WOLFE: Let's go back on the record.

Ms. Scott.

»

20

21

22

23

24

25

ms. SCOTT: Yes. I just had a few questions

relating to the last hypothetical that Mr. Gellman gave

UNS Electric / Rates
18-04204A-06-0783

9/21/2007
Vol. VII

I
I
I
I
I
I
I
I
I

Arizona Regor tiny Service, Inc. www.az-repor ting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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BEFORE THE ARIZONA CORPORATION €1

R E C E I V E D
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1

2

3

4
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CUMMISSIONERS
MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

7 gnrgp GQ?"
UOLKET cc

""i"'%8£8i=l?4
EMEESL

DOCKET no. E-04204A-06-0783
5

6

7

8

9

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR APPROVAL OF
THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS ELECTRIC,
INC.

STAFF'S NOTICE OF FILING FINAL
SCHEDULES

10

1 1

12

Staff of the Arizona Corporation Commission ("Staff") hereby tiles the Final Schedules of

Consultant Ralph C. Smith of Larldn & Associates, Inc. in the above matter.

RESPECTFULLY SUBMITTED this 16th day of October 2007.
13

14

15
Maure

16

17

18

A
eri A. Sco Sillor Raff o set

Kevin O. Torrey, Attorney '
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602)542-3402

19

20

21

Original and thirteen (13) copies
of the foregoing filed this 16 h day
of October 2007 with:

22

23

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

N\l1o"a Somomixun Gomm\ss\omQ0@EE®
24

Coties of the foregoing mailed this
25 16 day of October 2007 to:

26

27

28
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Michael W. Patten
Roshka DeWu1f & Patten, PLC
One Arizona Center
400 East Van Buren Street, Suite 800
Phoenix, Arizona 85004
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1
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COMMISSIONERS
MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

,Rx"' .f'\t° . 11 | I
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DOCKET NO E 04204A 06 0783
I

5

6

7

8

9

[N THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR APPROVAL OF
THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS ELECTRIC,
INC.

STAFF'S NOTICE OF FILING FINAL
SCHEDULES

1 0

11

12

Staff of the Arizona Corporation Commission ("Staff") hereby files the Final Schedules of
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s pe nding.

5. Ma n d a to rv Time -of-Us e .

Q- Do Staff and RUCO support UNS Electric's mandatory time-of-use proposal?

RUCO supports  implementing manda tory TOU for new and moving re s identia l and

smaller commercial customers. Ms. Diaz Cortez noted that UNS Electric needs to start

from "ground zero" because UNS Electric does not currently have TOU rates.

Sta ff witness  Mr. Radigan .- in anothe r puzzling pos ition - is  aga ins t manda tory TOU ra te s

and questions the  cost e ffectiveness of time-of-use  for these  customers because  of metering

costs .
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Q, Mr. Radigan - in his Direct Testimony from page 8 line 21 through page 9 line 26

discusses how the cost for a new TOU meter outweighs the benefit some customers

would enjoy with TOU ra te s . Do you a gre e ?

I do not a gre e  with Mr. Ra diga n's  conclus ions , though he  doe s  ma ke  a  va lid point a bout

the  ne e d to cons ide r cos t-be ne fit a na lys e s . He  vie ws  th e  is s u e  fro m a  s h o rt-ru n

perspective , and reaches  a  predictable , anti-conse rva tion conclus ion. At present, the re  is  a

pos itive  cos t diffe re ntia l be twe e n a  non-TOU me te r a nd a  TOU me te r. Mr. Ra diga n

corre ctly points  out tha t the  me te r pre mium (he  a ppe a rs  to ha ve  use d the  full me te r cos t

ins te a d of the  diffe re ntia l be twe e n TOU a nd non-TOU.) ca n be  multiplie d by a  ca rrying

cha rge  fa ctor (a ls o known a s  a  fixe d cha rge  ra te  ("FCR") or a  ca pita l re cove ry fa ctor

("CRY")) like  15% to a nnua lize  the  TOU pre mium. S o, cons ide ring only short te rm cos ts

a nd be ne fits , it ma y be  difficult for cus tome rs  to s hift e nough e ne rgy from pe a k to fully

jus tify TOU from a  pure  cos t pe rs pe ctive . Mr. Ra diga n's  a na lys is  notwiths ta nding, his

conclus ion is  fla we d be ca use  me te ring is  moving towa rd full time -of-use  functiona lity a nd

A.

A.

1 2



1

2

3

4

communica tions  ca pa bilitie s . P rude ncy re quire s  Mr. Ra diga n to ta ke  into a ccount the s e

inte rme dia te  te rm te chnology improve me nts . As  the  cos t of s toring  informa tion  fa lls

e xpone ntia lly, the  cos t diffe re ntia l be twe e n time -of-use  a nd non-time -of-use  disa ppe a rs .

The re  will be  no s uch thing a s  a  non-time -of-us e  me te r. Ra diga n's  a rgume nt a ga ins t

manda tory time-of-use  quickly collapses .5

6

7 Q-

8

So, you still support mandatory TOU for new and moving residential and small

commercial customers, or any TOU for smaller residential and small commercial

9

10

customers?

Yes, because

12

I look a t the  proble m from a  long~te rrn  pe rs pe ctive . With te chnology

improvements  and the  expans ion of smart me te ring, the  cos t-diffe rentia l be tween a  me te r

with TOU ca pa bilitie s  a nd non-TOU me te rs  will disa ppe a r - for the  s imple  re a son tha t a ll

Non-TOU me te rs  will e ve ntua lly go the  wa y of the  bla ck13

14

me te rs  will be  TOU ca pa ble .

a nd white  te le vis ion, the y will be come  e xtinct.

15

16

17

18

19

20

21

22

In  the  me a n time , I do  no t wa n t to  s e gme n t ou r c us tome rs  in to  thos e  fo r wh ic h  TOU is

a va ila ble , a nd thos e  we  will not offe r it to. Tha t ce rta inly doe s  not s e e m to be  s ound policy.

UNS  Ele ctric , a nd UniS ource  Ene rgy's  othe r e le c tric  utility, TEP  a re  both trying to e xpa nd

a cce pta nce  of TOU. For the  in te rim pe riod a nd until the  cos t d iffe re ntia l d is a ppe a rs , we

mus t be  con te n t tha t the re  ma y be  s ome  c ros s  s ubs id ie s  a mong  cus tome rs . Bu t s ome

s ubs id iza tion  a lre a dy e xis ts  be twe e n cus tome r c la s s e s , s o  th is  fa c tor s hould  not be  a n

impe ne tra ble  bonie r to imple me nting TOU ra te s .

23

24 Q.

25

Has the Commission previously taken a longer run view with respect to issues

involving conservation, demand side management, and renewables?

26 Ye s . Cle a rly, De cis ion No. 69127 (Nove mbe r 14, 2006) tha t a pprove d the  Re ne wa ble

27 Energy S tandard and Tariff ("RES") Rules  is  a  cla ss ic example  of the  Commiss ion taking a

A.

A.
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Page 472

1

2

data request to Staff from the Company, and I don't

believe that I will offer it, though, just to refresh the

witness's recollection.

BY MS. SCOTT:

3

4 Do you see what I have handed you,

5

Q.

Mr. Erdwurm, that -- do you recognize that°
A.6 Yes, I do.

7 And do you see the response of Mr. RadiganOkay.

8

Q.

to that?

A.9

10

11

12

13

A.14

15

16

17

18

19

20

21

22

23

24

Yes, I do.

Q. And is it correct that he states that the

opportunity, yes, and Mr. Radigan welcomes the voluntary

time-of-use class that allows customers to take advantage

of the opportunity?

Well, I think the keyword here is take advantage.

Voluntary customers are definitely going to benefit. They

know they will benefit.

I would like the customers who have the art

welders who are passing those costs onto other customers

to pitch in a little bit to what they creating on the

system. So I think if you ask those customers, there are

going to respectfully decline time of use, and I don't

want to give that option.

I think customers should have to pay for the cost

of the services. So I think it should be mandatory, not

a25 voluntary
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1

2

3

4

I don't5

Page 473

Q. Did you also ask the Staff whether there might --

whether they might consider a program of time-of-use rates

that could expand the existing program but not make the

program mandatory for all new customers?

A. If you show me the data request.

remember all of the questions off the top of my head.6

7 Q.

A.8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Okay.

But I f aver mandatory time of use because I think

that you don't give customers who are possibly the most

offending customers the option to decline time of use.

The whole idea of time of use is that you get

these people to pay the costs that they are imposing on

the system. If we had optional time of use on the

industrial customers, there will be some of them that come

up with big peaks and don't use much energy that are going

to say, well, let's just not pay for it.

Well, I think the time has come that we need to

ask these customers to pay their fair share and help us

reach some conservation goals on the system. And I don't

think voluntary does that well. I think it needs to be

mandatory. And, you know, I'm sure that

Commissioner Mayes doesn't plan for her -- for the hook-up

fees to be voluntary. You know, sometimes voluntary just

1doesn't work24

•25 Q Well, but that is a completely different issue;
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Page 474

wouldn't you agree?

A. No. No, I wouldn't. I think people look after

their self-interest more than they look after social

interest.

1

2

3

4

Q. And again, it is not Mr. Radigan's testimony that

time-of-use rates are not appropriate or beneficial in

circumstances; correct?

A. We both agree on that. They have been in

experimental phase in this state ~- either experimental or

expanding now since the early 1980s. And now we still

need more conservation, and so we need to take that next

And we need to make them mandatory. That time hasstep.

come.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. Now, do you recall the reasons why Mr. Radigan

opposed mandatory implementation of time-of-use rates for

the classes that you are -- have designate or targeted?

A. Well, he thinks that there is going to be some

big bill impacts, and I say to the customer who are going

to get the big impacts, why are you running your air

conditioning only on the peak period?

You know, if you have the person with medical

equipment like a -- some medical equipment, a lot of times

that equipment is going to be operating at night or it's

going to go operating 24 hours a day.

So if you find me a customers who is getting this
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s pe nding.

5. Mandatorv Time-of-Use.

Q. Do Staff and RUCO support UNS Electric's mandatory time-of-use proposal?

RUC() s upports  imple me nting  ma nda tory TOU for ne w a nd  moving  re s ide n tia l a nd

s ma lle r comme rcia l cus tome rs . Ms . Dia z Corte z note d tha t UNS  Ele ctric ne e ds  to s ta rt

from "ground ze ro" because  UNS Electric does  not currently have  TOU ra tes .

S ta ff witness  Mr. Radigan .- in another puzzling position .... is  aga inst mandatory TOU ra tes

and questions the  cost e ffectiveness of time-of-use  for these  customers because  of metering

costs .

Q, Mr. Radigan - in his Direct Testimony from page 8 line 21 through page 9 line 26 -

discusses how the cost for a new TOU meter outweighs the benefit some customers

would enjoy with TOU rates. Do you agree?

I do not agree with Mr. Radigan's conclusions, though he does make a valid point about

the  ne e d to cons ide r cos t-be ne fit a na lys e s . He  vie ws  th e  is s u e  firm  a  s h o rt-ru n

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

22

23

24

25

26

27

perspective , and reaches  a  predictable , anti-conse rva tion conclus ion. At present, the re  is  a

pos itive  cos t diffe re ntia l be twe e n a  non-TOU me te r a nd a  TOU me te r. Mr. Ra diga n

corre ctly points  out tha t the  me te r pre mium (he  a ppe a rs  to ha ve  use d the  full me te r cos t

ins te a d of the  diffe re ntia l be twe e n TOU a nd non-TOU.) ca n be  multiplie d by a  ca rrying

cha rge  fa ctor (a ls o known a s  a  fixe d cha rge  ra te  ("FCR") or a  ca pita l re cove ry fa ctor

("CRF")) like  15% to a nnua lize  the  TOU pre mium. S o, cons ide ring only s hort te rn cos ts

a nd be ne fits , it ma y be  difficult for cus tome rs  to s hift e nough e ne rgy from pe a k to Bully

jus tify TOU from a  pure  cos t pe rs pe ctive . Mr. Ra diga n's  a na lys is  notwiths ta nding, his

conclus ion is  fla we d be ca use  me te ring is  moving towa rd full time -of-use  functiona lity a nd

A.

A.

1 2



communica tions  ca pa bilitie s . P rude ncy re quire s  Mr. Ra diga n to  ta ke  in to  a ccount the s e

inte rme dia te  te rm te chnology improve me nts . As  th e  c o s t o f s to rin g  in fo rm a tio n  fa lls

e xpone ntia lly, the  cos t diffe re ntia l be twe e n time -of-us e  a nd non-time -of-us e  dis a ppe a rs .

The re  will be  no  s uc h  th ing  a s  a  non -tim e -o f-u s e  m e te r. Ra diga n 's  a rgume nt a ga ins t

ma nda tory time -of-us e  quickly colla ps e s .

Q- So, you still support mandatory TOU for new and moving residential and small

commercial customers, or any TOU for smaller residential and small commercial

I
A.

cus tomers ?

Ye s ,  b e c a u s e  I lo o k a t th e  p ro b le m  fro m  a  lo n g -te rm  p e rs p e c tive . With  te c hno logy

improve me nts  a nd the  e xpa ns ion of s ma rt me te ring, the  cos t-diffe re ntia l be twe e n a  me te r

with TOU ca pa bilitie s  a nd non-TOU me te rs  will d is a ppe a r - for the  s imple  re a s on tha t a ll

me te rs  will be  TOU ca pa ble . Non-TOU me te rs  will e ve ntua lly go  the  wa y of the  b la ck

a nd white  te le vis ion, the y will be come  e xtinct.

In  the  me a n time , I do  no t wa n t to  s e gme n t ou r c us tome rs  in to  thos e  fo r wh ic h  TOU is

a va ila ble , a nd thos e  we  will not offe r it to. Tha t ce rta inly doe s  not s e e m to be  s ound policy.

UNS  Ele ctric , a nd UniS ource  Ene rgy's  othe r e le ctric  utility, TEP  a re  both trying to e xpa nd

a cce pta nce  of TOU. For the  in te rim pe riod a nd until the  cos t d iffe re ntia l d is a ppe a rs , we

mus t be  con te n t tha t the re  ma y be  s ome  c ros s  s ubs id ie s  a mong  cus tome rs . But s ome

s ubs id iza tion  a lre a dy e xis ts  be twe e n cus tome r c la s s e s , s o  th is  fa c tor s hould  not be  a n

impe ne tra ble  ba rrie r to imple me nting TOU ra te s .
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Q. Has the Commission previously taken a longer run view with respect to issues

involving conservation, demand side management, and renewables?

Ye s . Cle a rly,  De c is ion  No . 69127  (Nove mbe r 14 , 2006) tha t a pprove d  the  Re ne wa b le

Ene rgy S ta nda rd a nd Ta riff ("RES ") Rule s  is  a  cla s s ic e xa mple  of the  Commis s ion ta king a

A.

13
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Q. But if those tariffs are so beneficial, why are you only recommending that new

Residential, Small General Customers and Large General Service (<1000kW) be on

I
TOU ta r iffs ?

It is  impra ctica l to imme dia te ly pla ce  a ll the s e  cus tome rs  on the  ne w TOU pla ns  be ca us e

of the  s ub s ta n tia l num b e r o f m e te rs  tha t wou ld  ne e d  to  b e  re p la c e d  unde r s uc h  a

compre he ns ive  progra m. S imply s ta te d, we  do not wa nt to ins ta ntly e rode  the  s a vings  to

b e  a c h ie ve d  b y loa d  s h ifting  with  the  c os ts  a s s oc ia te d  with  c om p re he ns ive  m e te r

replacement. The re  a re  ca p ita l budge t cons tra ints . Me te r re p la ce m e nt for e xis ting

cus tom e rs  could  b e  p ha s e d in  ove r tim e , s o  tha t the  m e te r cha ng e -out cos ts  ne ve r

comple te ly outpa ce  the  loa d s hifting  s a vings . P la cing ne w cus tome rs  on TOU is  a  cos t

e ffective  and s imple  way of phas ing-in the  new TOU program.

2. TOU Rates - Customers at 1000 kW or Above

Q. You are, however, recommending that all new and existing customers with at least

1000 kW demand and all new and existing Large Power Service customers over be

put on a TOU tariff?

1

2

3

4 A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

27

Ye s . In contra s t to the  Re s ide ntia l, S ma ll Ge ne ra l S e rvice  cus tome rs  a nd La rge  Ge ne ra l

S e rvice  (<l000kW) cus tome rs , cus tome rs  a t 1000 kW or a bove  a nd a ll ne w a nd e xis ting

La rg e  P owe r S e rvice  cus tom e rs t yp ica lly will b e  im m e dia te ly tra ns fe rre d  to  a  TOU

alte rna tive . The re  a re  only a  s m a ll num be r of the s e  la rge  cus tom e rs , a nd the  curre nt

m e te rs  a lre a dy ha ve  TOU ca pa bility. He nce , the  pote ntia l loa d s hifting  s a vings  s hould

e xce e d the  cos t of a ny me te ring or billing modifica tions .

1 8
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

data request to Staff from the Company, and I don't

believe that I will offer it, though, just to refresh the

witness's recollection.

Q. BY ms. SCOTT: Do you see what I have handed you,

Mr. Erdwurm, that -- do you recognize that?

A. Yes, I do.

Q- Okay. And do you see the response of Mr. Radigan

to that?

A. Yes, I do.

Q. And is it correct that he states that the

opportunity, yes, and Mr. Radigan welcomes the voluntary

time-of-use class that allows customers to take advantage

of the opportunity?

A. Well, I think the keyword here is take advantage.

Voluntary customers are definitely going to benefit. They

know they will benefit.

I would like the customers who have the art

welders who are passing those costs onto other customers

to pitch in a little bit to what they creating on the

system. So I think if you ask those customers, there are

going to respectfully decline time of use, and I don't

want to give that option.

I think customers should have to pay for the cost

of the services. So I think it should be mandatory, not

voluntary.
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2

3

4

5

6

Page 473

Q. Did you also ask the Staff whether there might --

whether they might consider a program of time-of-use rates

that could expand the existing program but not make the

program mandatory for all new customers?

A. If you show me the data request. I don't

remember all of the questions off the top of my head.

7 Q.

A.8

9

10

11

12

13

14

15

16

17

18

Okay.

But I favor mandatory time of use because 1 think

that you don't give customers who are possibly the most

offending customers the option to decline time of use.

The whole idea of time of use is that you get

these people to pay the costs that they are imposing on

the system. If we had optional time of use on the

industrial customers, there will be some of them that come

up with big peaks and don't use much energy that are going

to say, well, let's just not pay for it.

Well, I think the time has come that we need to

ask these customers to pay their f air share and help us

And I don't19

20

'm21

22

23

reach some conservation goals on the system.

think voluntary does that well. I think it needs to be

mandatory. And, you know, I sure that

Commissioner Mayes doesn't plan for her -- for the hook-up

fees to be voluntary. You know, sometimes voluntary just

424 doesn't work

|25 |
IQ Well, but that is a completely different issue
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1

A.2

wouldn't you agree?

No. No, I wouldn't.

3

I think people look after

their self~interest more than they look of tee social

4 interest.

Q. And again, it is not Mr. Radigan's testimony that

time-of-use rates are not appropriate or beneficial in

5

6

7

A. They have been in

-- either experimental or

circumstances; correct?

We both agree on that.

experimental phase in this state

8

9

10

11

expanding now since the early 1980s. And now we still

need more conservation, and so we need to take that next

That time has12 And we need to make them mandatory.step.

come.13

14 IQ

15

16

A.17

18

19

20

21

22

23

24

25

Now, do you recall the reasons why Mr. Radigan

opposed mandatory implementation of time-of-use rates for

the classes that you are -- have designate or targeted?

Well, he thinks that there is going to be some

big bill impacts, and l say to the customer who are going

to get the big impacts, why are you running your air

conditioning only on the peak period?

You know, if you have the person with medical

equipment like a -- some medical equipment, a lot of times

that equipment is going to be operating at night or it's

going to go operating 24 hours a day.

So if you find me a customers who is getting this
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l

2
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4
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big bill impact -- and I doubt there is going to be

somebody that we will feel terribly sorry for -- that we

will say that the other customers should pitch in to do

this. I mean, I don't -- somebody has an arc welder and

they are welding some car parts together, I mean, is that

some socially desirable thing that every other person on

the system should pay to accomplish?

Q. Well, but to be fair with respect to

Mr. Radigan's position, it wasn't his position, was it,

that it was just time-of-use rates alone that may cause

some substantial increases or fluctuation in customer

bills? Isn't it a fairer statement to say that it's the

Company's overall proposed rate design changes in this

case, which include several significant changes that

combined could lead to significant changes in some

customers' bills?

A. Sure. We look at the totality of it. But I will

go back to what I said at the beginning of the testimony,

that I would like customers to see the second block

on-peak rate and say, you know what, I think I will wait a

little while and see if I can defer some consumption.

I want them to notice it. I don't want it to be

a little feather tickler. Okay? I want them to notice it

and I want them to conserve.

Q. Well, again then, we are back to an education
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1

2

3

and over 500,000 terms. Over the five-year portfolio

there is a net benefit to society of approximately

$9 million.

4

5

6

7

8

9

10

11

1 2

13

14

15

In addition, the DSM portfolio reduces carbon

dioxide emissions by over 34 million pounds, 19,000 pounds

of NOt and 6,000 pounds of SOx.

Finally, UNS Electric has requested approval of a

DSM adjustor mechanism. The adjustor mechanism is an

essential component to the DSM portfolio that provides

timely cost recovery, flexibility and transparency to

customers regarding the cost of DSM programs.

What we are asking in this case, and which RUCO

and Staff supported, is 25 percent of the new programs and

100 percent of the low-income weatherization program for

approximately $950,000.

16

17

18

It was

19

20

It's21

22

23

24

25

In my summary I did want to respond to an

exchange yesterday between Ms. Scott and Mr. Erdwurm on

the time-of-use education. Mr. Erdwurm was asked if UNS

Electric has an education program plan, and I was the

correct witness to ask that to, and yes, we do.

filed in Program Portfolio on June 13th.

Attachment l to the Program Portfolio page 5.

And that provides information on how we are

planning to direct the segments and what kind of education

materials that we are planning to give out to the
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customers •1 This includes: targeted mailing, bill

messages, brochures, radio, and small print ads, door

tags.

2

3

4 So I just wanted to make that clear in the

record.

Q.

5

6

7

Thank you, Ms. Smith.

ms. LIVENGOOD: Your Honor, just for everyone's

reference, we do have a copy of the reference Ms. Smith

just made to the education outreach program if other

parties are interested in seeing it. We can certainly

file it as an exhibit or provide it to other parties if

they wish.

ALJ WOLFE: Is there any objection to the Company

supplementing their testimony with this exhibit?

ms. SCOTT: Staff doesn't have an objection to

that, no.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

MR. MAGRUDER: No, I don't have an objection, but

I will raise the question concerning the entire document

that that exhibit comes from in cross-examination.

ALJ WOLFE: It's in a separate docket. What I

can do is, if you would rather, I can take administrative

notice of the other docket. But that doesn't mean that

you can ask questions about anything in the other docket.

Just the fact that I take administrative notice

of one document that's been filed there, Mr. Magruder,
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Additional Direct Testimony of Marylee Diaz Cortez
Docket No. E-04204A-06-0783

1 consumption over 400 kph. RUCO's recommended rate design includes

a two-tier inverted rate structure.2

3

4

5

Do you agree wi th the Company-proposed TOU rates f or  resident ia l

customers?

6

7

8

9

Yes. Current ly,  TOU rates are not  of fered for resident ial  customers.

Thus, the addi t ion of  this rate schedule is a big plus that wi l l  al low the

Company to further shave peak load, while at the same time prov iding an

incentive for customers to shift load and save money.

tO

12

13

Do you agree that Tou rates should be mandatory for al l  new customers,

as proposed by the Company?

Yes, in UNS Electric's circumstances I believe this is appropriate.

14

15

16

Please explain.

Currently, UNS Electric has no time of use rates for residential customers.

17 Aps, and to a lesser extent TEP, have of fered TOU rates for residential

18

19

customers for years, In fact, the majority of Aps' residential customers

are on TOU rates, which has allowed APS to significantly alter its load

20 curve. UNS Electric however, must start f rom ground zero, therefore. the

21

22

mandatory aspect  of  these new rates f or  new customers i s cruc ial  in

jumpstarting a meaningful load shifting program.

23

A.

A.

Q.

A.

Q.

Q.

4
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communica tions  ca pa bilitie s . P rude ncy re quire s  Mr. Ra diga n to ta ke  into a ccount the se

inte rme dia te  te rm te chnology improve me nts . As  the  cos t of s toring  informa tion  fa lls

e xpone ntia lly, the  cos t diffe re ntia l be twe e n time -of-use  a nd non-time -of-use  disa ppe a rs .

The re  will be  no s uch thing a s  a  non-time -of-us e  me te r. Ra diga n's  a rgume nt a ga ins t

manda tory time-of-use  quickly collapses .

Q. So, you still support mandatory TOU for new and moving residential and small

commercial customers, or any TOU for smaller residential and small commercial

cu s to mers ?

Ye s , be ca us e  I look a t the  proble m from a  long-te rm pe rs pe c tive . With te chnology

improvements  and the  expans ion of s mart me te ring, the  cos t-diffe rentia l be tween a  me te r

with TOU ca pa bilitie s  a nd non-TOU me te rs  will dis a ppe a r -- for the  s imple  re a s on tha t a ll

me te rs  will be  TOU ca pa ble . Non-TOU me te rs  will e ve ntua lly go the  wa y of the  bla ck

and white  te levis ion, they will become  extinct.

In the  me a ntime , I do not wa nt to s e gme nt our cus tome rs  into thos e  for which TOU is

ava ilable , and thos e  we  will not offe r it to. Tha t ce rta inly does  not s eem to be  s ound policy.

UNS  Ele ctric, a nd UniS ource  Ene rgy's  othe r e le ctric utility, TEP  a re  both trying to e xpa nd

a cce pta nce  of TOU. For the  inte rim pe riod a nd until the  cos t diffe re ntia l dis a ppe a rs , we

mus t be  conte nt tha t the re  ma y be  s ome  cros s  s ubs idie s  a mong cus tome rs . But s ome

s ubs idiza tion a lre a dy e xis ts  be twe e n cus tome r cla s s e s , s o this  fa ctor s hould not be  a n

impene trable  ba rrie r to implementing TOU ra te s .

1

2

3

4

5

6
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8

9

10
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12
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14
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17

18

19

2 0

2 1

22

23

2 4

25

26

Q- Has the Commission previously taken a longer run view with respect to issues

involving conservation, demand side management, and renewables?

27

Ye s . Cle a rly, De cis ion No. 69127 (Nove mbe r 14, 2006) tha t a pprove d the  Re ne wa ble

Energy S tandard and Tariff ("RES") Rules  is  a  cla ss ic example  of the  Commiss ion taking a

A.

A.

13



long-te rm view a t promoting renewables , even when not economica l in the  short-te rm. We

propos e  tha t the  s a me  type  of longe r-te rm vie w a pply to impla nta tion of the  Compa ny's

TOU proposa ls .

6. Large Power Service Demand Charges - Less Than 69 kg.

I
I
I

Q. In your Direct Testimony, why did you propose a lower demand charge for large

commercial and industrial service less than 69 kg?

The differential in demand charges for service over 69 kV and under 69 kV is too high. I

have done no study to determine a more exact differential for UNS Electric, however, for

Arizona Public Service Company, an analogous differential is around $4.72 per kW-month

(see APS' E-34, page l of 4, delivery charge differential secondary to transmission), as

opposed to the large $8.65 ($24.75-$16.10) per kW month differential that currently exists

for UNS Electric. The differential represents the cost for the Company to provide the

transfonnation services to reduce voltage levels. While I do not know, absent a study, how

the APS cost of transformation compares to the UNS Electric cost of transformation, I have

no reason to believe it would vary by more than 50%. Even increasing APS' $4.72 per

kW-month by 50% would support a differential of no more than $7.08.

Q. Mr. Radigan for Staff opposes your proposal for a lower demand charge for large

commercial and industrial service less than 69 kg. Please discuss.

1
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20

2 1

22

2 3

2 4

A. Mr. Ra diga n's  conce rns  a re  unde rs ta nda ble . Eve n though I wa s  una ble  to provide  re sults

from a  s pe cific  s tudy in  re s pons e  to  Mr. Ra diga n 's  da ta  re que s ts , I hope  tha t S ta ff

re cons ide rs  its  pos ition in  light of my a ns we r a bove . Give n the  s ize  of the  curre nt

diffe re ntia l, the  ra te  de s ign cha nge  would proba bly ne e d to be  a ccomplis he d ove r two

ca s e s . The  $8.65 diffe re ntia l could be  na rrowe d to $7.00 now, which would s till provide

an opportunity for a  re finement based a  specific s tudy in a  future  case .
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A.1

2

3

Page 1267

I just think it's a bad price signal to tell some

customers that when the company overall is getting a rate

increase, they see a rate decrease in their bill without,

4

5

6

7

8

9

you know, a very large customer education campaign of

we're making a major change for, you know, X-Y-Z reasons.

Q. Okay. But in the notification of the new rates,

would you think that it could be possible for the company

to explain why some customers might be getting a rate

decrease even though the company is getting an overall

rate increase?10

ll

12

13

14

15

16

17

18

19

20

21

22

A. Yes, if it was something where it was a public

policy that, you know, we want to change certain behavior.

For instance, you wanted to avoid the next generation

plant, and so you want to put all of the rates onto the

summer peak period, and you want -- you know, if you had a

very large customer education campaign to try and avoid

that next power plant, or the next two power plants -- I'm

sure there's going to be one after Black Mountain -- if

you wanted to try and educate customers on that and say,

we're going to change all of the rate design and we want

you to pay a lot more attention to when you're using power

so we don't have to buy that power plant, I think that

23

24

25

would be perfectly acceptable.

Q. Could you just give me a summary of which

customers -- what class of customers would be receiving

UNS Electric / Rates
E-04204A-06-0783

9/21/2007
Vol. VII
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Court Reporting & Videoconferencing Center

(604) 274-9944
Phoenix, AZ



74



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

5

6 DOCKET NO. E-04204A-06-0783

7

8

9

10

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING,

)

)
)

)
)

)

)
)

)

)

)
)

12

13

14

15 Rebuttal Testimony of

16

17 D. Bentley Erdwurm

18

19 on Behalf of

20

21 UNS Electric, Inc.

22

23 August 14, 2007

24

25

26

27



1

2

3

4

5

6

7

8

looking a t the  ove ra ll loa d fa c tor for the  s e rvice  a re a  UNS  Ele c tric  now s e rve s . The  fa c t

tha t toda y's  ma rke tpla ce  is  de re gula te d - a s  Mr. Ra diga n indica te s  in his  Dire ct Te s timony

on pa ge  5 a t line s  9 through 10 - only ma ke s  me  more  comforta ble  in my a s s e rtion tha t the

h igh -loa d -fa c to r b loc k s hou ld  be  p ric e d  a t a  lowe r le ve l. This  is  be ca us e  a s  ma rke ts

be come  more  compe titive , p rice s  te nd  to  be  drive n  c los e r to  long-run  a ve ra ge  cos ts  o f

p rovid ing  the  s e rvic e ,  a nd  h igh-loa d  fa c to r s e rvic e  is  le s s  e xpe ns ive  to  p rovide  s inc e

average fixe d cos ts  de cline  a s  s a le s  incre a s e  (i.e ., a s  the  loa d fa ctor incre a s e s  the  va lle ys

(time s  with lowe r us a ge ) a re  "fille d in".)

9

10 3. Inclining (Inverted) Block Rate Structure.

11

12 Q. Have Staff and RUCO supported the implementation of your proposed tiered

inverted (i.e., inclining) block structure?13

14

15

16

17

RUCO s upports  imme dia te  imple me nta tion of the  inve rte d block s tructure . Ms . Dia z

Corte z note d tha t UNS Ele ctric curre ntly ha s  a  fla t-ra te  s tructure  for re s ide ntia l a nd sma ll

comme rcia l cus tome rs , a nd tha t UNS  Ele ctric's  propos e d ra te  s tructure  would s e nd a

s tronge r price  s igna l ba se d on the  highe r unit price  be yond a  se t kph le ve l (Ag. , 400 kph

for res identia l cus tomers .)18

19

20

21

22

23

24

25

26

27

Mr. Fra n k Ra d ig a n  fo r S ta ff a g re e s  with  th e  in ve rte d  b lo ck co n ce p t in  p rin c ip le .

Unfortuna te ly, Mr. Ra diga n re comme nds  a ga ins t imple me nta tion in this  ca s e . This  is

because  - a s  he  s ta te s  in his  Direct Tes timony on page  13 a t line s  13 through 14 - "of the

re la tive ly small recommended ra te  increase  and the  increases  in the  cus tomer charge ." Mr.

Ra diga n 's  a rgume nt a nd S ta ffs  p o s it io n  is  ve ry p u z z lin g ,  b e c a u s e  o f S ta ff"s

re comme nda tions  for tie re d-inve rte d-block ra te  s tructure s  for othe r utilitie s . For ins ta nce ,

in  De cis ion No. 67093 (J une  30, 2004), re ga rding s e ve ra l Arizona  Ame rica n Wa te r

Compa ny ("AAWC") dis tricts , the  Commis s ion a dopte d S ta ff' s  re comme nda tion for a

A.

9



1

2

3

4

5

6

7

8

9

10

11

tie red-inverted-block ra te  des ign because  it be lieved such encouraged wate r conserva tion.l

The  Commiss ion ma inta ine d the  inve rte d-block ra te  de s ign for AAWC's  P a ra dise  Va lle y

dis trict in De cis ion No. 68858 (J une  28, 2006). The  Commis s ion a ls o a pprove d S ta ffs

tie re d-inve rte d-b lock ra te  de s ign  fo r Arizona  Wa te r Compa ny's  We s te rn  Group  in

De cis ion No. 68302 (Nove mbe r 14, 2005).2 We  ha ve  ta ke n the  de s ire  for inve rte d block

ra te  s tructure  to heart and propose  a  conserva tion-oriented ra te  des ign while  mindful of the

need for revenue  s tability and foregoing any reques t for any type  of "e la s ticity adjus tment."

But now S ta ff appea rs  to have  changed its  tune  somewha t. The  fact tha t this  is  an e lectric

rate  case does not me a n a  tie re d-inve rte d-block ra te  s tructure  cannot be imple me nte d . If

conse rva tion is  an important goa l to the  Commiss ion, then Mr. Radigan's  a rgument seems

to be  aga ins t policy.

12

13

14

15

16

17

18

19

2 0

21

22

Cons e que ntly, I wa s  ta ke n a ba ck by Mr. Ra diga n's  re a s oning a ga ins t imple me nting a

tie re d-inve rte d-block ra te  de s ign for UNS  Ele ctric. Furthe r, Mr. Ra diga n fre ts  ove r a

cus tomer cha rge  increa se  coupled with a  firs t block (IS  500 kph) ene rgy cha rge  decrea se

because , for example , the  pe rcentage  increase  for a  no-usage  bill would be  la rge r than the

pe rcentage  increa se  for a  low-use , firs t block bill (e .g., a  350 kWh/month bill), but may be

sma lle r tha n the  incre a se  for a  high-use , uppe r block bill (e .g., a  4,000 kWh/month bill).

But customers  face  varying percentage  increases  .- depending on usage  - for other utilitie s .

I do not think our cus tome rs  will be  too tra uma tize d by s ome  va ria tion in pe rce nta ge

incre a s e s . The  inve rte d block ra te  is  a  good ra te  de s ign cha nge  for UNS  Ele ctric, a nd I

believe  tha t most s takeholders can handle  the  pro-conservation change for the  better.

23

24

25

In a ddition, I a m  typ ica lly m ore  conce rne d a bout ra te  de s ign cha nge s  whe n the  ove ra ll

incre a s e  is  re la tive ly high, g ive n tha t s om e  cus tom e rs  will be  a ffe c te d by a n incre a s e

26

27 l Page 42 and Finding of Fact No. 53.
.z Pages 40 through 43 and Finding of Fact No. 40.

10
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Page 460

Radigan's surrebuttal testimony

2

A.3

Q. Have you read Mr.

in this regard?

Yes, but I don't remember it word for word.

4 Q.

5

6

7

8

9

10

11

12

Okay. Would you agree that his basic objection

to consolidating the rates now is that he doesn't want

some customers to get a rate decrease while everyone else

is getting a rate increase?

A. That may be his position, but if the person who

is getting a decrease has been overcharged for years, I

don't have a problem with it.

I would certainly want the decrease if I had been

too high of rates for that long.

13

14

A.

1Yes

15

16

paying the rates --

Q. Mr. Radigan -- how is the rate structure

developed for Mohave and Santa Cruz County?

Could you repeat that, please?

You made a statement just a moment ago that

17

18

19

20 A. No.

21

22

23

Q.

one of the counties is being overcharged.

Can you tell me how the rate -~ the current rate

structure was developed for both counties?

I don't know the history of it, but I know

that we are a combined company now, and I am typically in

f aver of system-wide rates. Any deviation from

system-wide rates would be my statement for overcharging

•24 or undercharging

»25 Q Can you tell me -- explain to me what

UNS Electric / Rates
E-04204A-06-0783

9/12/2007

|
I
I
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Page 485

actually service to customers byThat has improved our

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

will.22

minimizing outage times.

We've also in Santa Cruz County installed an

outage management system which automatically collects data

on interruptions to customers so that we can better

identify where outages begin and how to -- and we're able

to more quickly respond to those interruptions from

information derived from the system.

In a lot of cases we've tried to consolidate

functions between the gas and electric operations. My

property -- and I'll call it my property because I feel

that way -- in Mohave County, we serve both gas and

electric customers. And we have always made an attempt to

make it as easy on the customers as possible by giving

them things like a common office building to come to.

Since UNS, we've been able to establish the 1-800

number that customers could call for all types of problems

and be able to respond to either a simple request for

service, answer a question about whatever might come up on

the system. We've made an attempt to consolidate other

areas in our operation that touch the customer, if you

CARES administration, for instance, is handled by

23

24

1the customer25

one group now so that we can maximize the effectiveness of

having CARES out there for customers and make it easy for

They only have to make one call to get

UNS Electric / Rates
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Vol. III

Arizona Reporting Service, inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(60.4) 274-9944
Phoenix, AZ



76



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

COMMISSIONERS
MIKE GLEASON - CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

4

5

6

7

8

9

10

11

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)

)

)
)

)

)

)

)

)
)

)

)

DOCKET NO. E-04204A-06-0783

12

13

14

15 Rebut tal Test imony of

16

17 D. Bent ley Erdwuml

18

19 on Behalf of

20

21 UNS Electric,  Inc.

23 Augus t 14, 2007

24

25

26

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

27

22



Q. Is there a practical reason to lower the demand charge for customers less than 69 kg?

Ye s . The  curre nt de s ign impose s  s ignifica nt cos ts  on low-loa d fa ctor cus tome rs . The re  is

no cos t-jus tifica tion for this .

7. Combining Santa Cruz and Mohave Rates.

Q- Have Staff and RUCO supported the Company's proposal to combine the Santa

Cruz and  Mohave  ra te s ?

RUCO and Ms. Diaz Cortez support the  Company's  proposa l to combine  ra te s  in this  case .

Unfortuna te ly, S ta ff a nd Mr. Ra diga n ba lk a t imple me nting a  be ne ficia l propos a l. Mr.

Radigan opposes  consolida tion he re , but supports  it in genera l, which makes  little  sense . It

is  anothe r puzzling pos ition in a  se rie s  of puzzling pos itions  S ta ff and Mr. Radigan take  in

this  case . Mr. Radigan's  hypersens itivity to change  runs  counte r to the  public inte res t - and

is  pa rticula rly odd because  Mr. Radigan has  a lready conceded tha t the  ove ra ll increa se  is

re la tive ly s ma ll. This  is  the  opportune  time  to imple me nt UNS  Ele ctric's  propos a l, which

provide s  a  dis tinct be ne fit to S a nta  Cruz County cus tome rs  with little , if a ny, notice a ble

impa ct to Moha ve  County cus tome rs . Ma inta ining the  s ta tus  quo is  ce rta inly not in the

public inte res t, s ince  it pe rpe tra tes  an inequity tha t could eas ily be  e limina ted

8. Cares and Medical Cares.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Do you wish to expand your proposals for the CARES program?

Ye s . Curre ntly, CARES  a nd Me dica l CARES  a re  offe re d a s  s e pa ra te  progra ms . In my

Dire ct Te s timony, I propose d s implifying the  progra ms  such tha t no dis tinction would be

ma de  be twe e n CARES  a nd Me dica l CARES . The  Compa ny ha s  re cons ide re d this

pos ition, a nd conclude d tha t cus tome rs  with me dica l ne e ds  should re ce ive  a  some wha t

la rge r d is count. The  s ma ll incre me nta l a dminis tra tive  e ffort to  provide  the  s e pa ra te

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

A.

A.

A.
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Page 460

Q. Have you read Mr. Radigan's surrebuttal testimony

in this regard?

A. Yes, but I don't remember it word for word.

Q. Okay. Would you agree that his basic objection

to consolidating the rates now is that he doesn't want

some customers to get a rate decrease while everyone else

is getting a rate increase?

A. That may be his position, but if the person who

is getting a decrease has been overcharged for years, I

don't have a problem with it.

I would certainly want the decrease if I had been

paying the rates -- too high of rates for that long.

Q. Mr. Radigan -~ how is the rate structure

developed for Mohave and Santa Cruz County?

A. Could you repeat that, please?

Q- Yes. You made a statement just a moment ago that

one of the counties is being overcharged.

Can you tell me how the rate -- the current rate

structure was developed for both counties?

A. No. I don't know the history of it, but I know

that we are a combined company now, and I am typically in

favor of system-wide rates. Any deviation from

system-wide rates would be my statement for overcharging

or undercharging.

Q. Can you tell me -- explain to me what
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Q. Have you read Mr. Radigan's surrebuttal testimony

in this regard?

A. Yes, but I don't remember it word for word.

Q. Okay. Would you agree that his basic objection

to consolidating the rates now is that he doesn't want

some customers to get a rate decrease while everyone else

is getting a rate increase?

A. That may be his position, but if the person who

is getting a decrease has been overcharged for years, I

don't have a problem with it.

I would certainly want the decrease if I had been

paying the rates -- too high of rates for that long.

Q- Mr. Radigan -- how is the rate structure

developed for Mohave and Santa Cruz County?

A. Could you repeat that, please?

Q. Yes. You made a statement just a moment ago that

one of the counties is being overcharged.

Can you tell me how the rate -- the current rate

structure was developed for both counties?

A. No. I don't know the history of it, but I know

that we are a combined company now, and I am typically in

f aver of system-wide rates. Any deviation from

system-wide rates would be my statement for overcharging

or undercharging.

Q. Can you tell me -- explain to me what

UNS Electric / Rates
E-04204A-06-0783

9/12/2007
Vol. III

4
8
ii*

g

g
.7

I
I
I

.
»

4:
:<

4

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, Az

34
88

3

z



Page 461

Let me -- do you have his testimony upOkay.

Mr. Radigan's proposal was with respect to the two

counties for this case?

A. He eventually would like to combine the rates,

but he said not yet.

Q- But he did propose a change; correct?

A. I believe that he proposed moving part of the

way. I don't recall his testimony exactly, but I know

that he liked the idea of system-wide rates eventually,

but I don't recall the details of how he planned to get

there.

Q.

there?

A. No.

MS. SCOTT: Mr. Patten, do you have a copy of

Mr. Radigan's testimony that you could give to the

witness?
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ALJ WOLFE: Sur rebuttal or the direct?

ms. SCOTT: The direct for the moment.

MR. PATTEN: Direct or rebuttal?

ms. SCOTT: If you could just give it all to him,

I will just focus on the direct for right now.

MR. PATTEN: Your Honor, we don't necessarily

object to Staff showing the witness Staff's testimony.

I'm not sure if you can cross-examine our witness on their

testimony. And their testimony speaks for itself and is
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subject to cross-examination.

ms. SCOTT: And I appreciate that, Mr. Patten,

but I want to make sure that I am comfortable that he

understands Mr. Radigan's proposal for this case.

ALJ WOLFE: We can let the questioning start, and

if it gets -- you are welcome to object to specific

questions.

Q. BY ms. SCOTT: Mr. Erdwurm, could you please turn

to page 14 of Mr. Radigan's testimony?

Do you recognize that as being Mr. Radigan's

recommendation with respect to the Company's proposal to

eliminate separate rates for Mohave and Santa Cruz?

A. Yes.

Q. And would you agree with me that what Mr. Radigan

is recommending here also accomplishes the objective of

decreasing the Santa Cruz/mohave rate differential

significantly in this case?

A. I prefer the most significant, which is just

making them system-wide rates, but it's an intermediate

position.

Q. Okay.

A. Okay. I would rather have Mr. Radigan's than the

status quo, but I would prefer mine, obviously, most of

all.

Q. But you would -- I understand that, butOkay.
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you would agree with me that what the Staff is proposing

decreases the current Santa Cruz/mohave rate differential

significantly in this case?

A. I wouldn't add "significantly,"

is a movement in the right direction.

Q. And finally on this point, you agree that

Mr. Radigan recommended that the consolidation to a

uniform rate structure be done over two rate cases;

correct?

A. Yes. And I assume that means that it be

concluded in the next rate case.

Is this rate case I?

Q. Yes, it is.

A. Okay.

Q- And you have been here for the testimony of other

Company witnesses; correct?

A. Yes.

Q. And you heard Company witnesses testify that the

next rate case could be as early as next year; correct?

A. I have heard that, yes.

Q- Okay. I would like to now touch for a moment

upon the large power service demand charges.

A. Correct.

Q- Could you please turn to page 4 of your

rebuttal -- or rejoinder testimony. I'm sorry.
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Q. Okay. In other portions of your testimony,

however, you do recognize that cost is a very important

factor in setting rates; correct?

A. Right.

Q- And I believe in other portions of your testimony

you state that one should determine the costs and set

rates accordingly; correct?

A. Right.

Q. So you do understand Staff's concern that in this

case changing the differential before there is a cost

study done to determine what those appropriate demand

charge differentials should be may not be appropriate at

this time?

A. Staff thinks it's inappropriate. I would think

some movement, perhaps not all the movement that would be

made, but I would expect should be made. But some

movement.

Q. Can the Company develop a study for -- to

determine the appropriate demand charge differentials for

its next rate case?

A. Yes.

Q. Okay. Can we turn for a moment now to

time-of-use rates?

A. Okay.

Q. And I will refer you to your rejoinder again of
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1

2

more  re levant to dis tribution cos ts . In the  UNS Gas  case , holding cus tomer cha rges  a t low

le ve ls  would ha ve  re s ulte d in re la tive ly high volume tric cha rge s . High-use  cus tome rs

within a  cla s s  would the re fore  be  pa ying more  tha n the ir cos t to s e rve . In the  UNS  Ga s

ca s e , I note d  tha t Fla gs ta ff ga s  cus tome rs  ofte n  s ubs id ize  low-us e , low de s e rt ga s

cus tomers . This  is  inequitable , and pa rt of why I sa id tha t lower cus tomer cha rges  a re  not

a lways best. The  specifics  of each case  must be  examined to de te rmine  the  best way to se t

customer charges.

2. Purchased Power Allocation (Average And Peaks V. Energv).

Q, Does Mr. Radigan question the use of average and peaks for allocating Purchased

Power (Accounts 555 and 565)?

Yes . In the  initia l tiling, Accounts  555 and 565 were  a lloca ted on the  bas is  of ave rage  and

pe a ks . Mr. Ra diga n dis cus s e s  the  e ffe ct on cos t a lloca tion a nd cla s s  ra te s  of re turn of

changing this  a lloca tion to ene rgy. Specifica lly in his  Direct Tes timony from page  6 a t line

24 through pa ge  7 a t line  7 .... Mr. Ra diga n indica te s  tha t more  s tudy of the  Compa ny's

purcha s e d powe r cos t could he lp in choos ing a  be s t a lloca tion me thod. Give n wha t Mr.

Radigan perceives are  unresolved issues in the  class costs  of service  study, he  recommends

that the study not serve as a  basis for the proposed revenue increase by class.

Q- Please comment on the issues raised by Mr. Radian with respect to Purchased Power

If UNS Electric had the  facilitie s  such tha t it could gene ra te  its  own power requirements , a
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portion of production cos ts including re turn on ne t gene ra tion plant and the  a ssocia ted

income  ta x, prope rty ta xe s  re la te d to production pla nt, a nd non-fue l O&M e xpe ns e s

would the n be  a lloca te d on a ve ra ge  a nd pe a k a nd fue l would ha ve  be e n a lloca te d on

e ne rgy. If the  portions  we re  ba s e d on TEP , the n 50% of production cos t ("ca pa city")

would be  based on average  and peaks and 50% of production costs  ("fue l") would be  based

A.

A.

6



on e ne rgy. I be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fue l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Ele ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer ca se load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city"

portion to be  a lloca ted based on average  and ped<s would be  less  than the  50% applicable

to TEPI

Do you desire to amend your allocation approach for Purchased Power?

Give n tha t the  UNS  Ele ctric  s ys te m doe s  ha ve  a  lowe r loa d fa ctor tha n TEP , a nd le s s  (a s  a

pe rce nta ge ) of the  type  of high loa d fa c tor indus tria l loa d tha t is  found in the  TEP  s e rvice

te rrito ry,  I p ro p o s e d  th e  fu tu re  u s e  o f a  p u rc h a s e  p o we r a llo c a tio n  fa c to r th a t is  4 0 %

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy.  This  fa c tor will a pply to  Accounts  555 a nd 565, a nd

re p re s e n ts  a  c ha nge  in  a lloc a tion  from  100% a ve ra ge  a nd  pe a ks ,  a s  file d . Th e  4 0 %

"c a p a c ity",  6 0 %  "fu e l" a s s u m p tio n  is  n o t b a s e d  o n  a  s p e c ific  s tu d y,  b u t is  in s te a d  a n

a tte mpt to "fine -tune " the  a pproa ch pre s e nte d in my Dire ct Te s timony.

Does this change affect the base rate fuel component allocation?
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Ye s . The  ba se  ra te  fue l compone nt will de cre a se  for re la tive ly lowe r loa d fa ctor cla s se s ,

and increase  for highe r load factor cla sse s . The  tota l recove red through the  component is

unaffected. For e xa mple , the  re s ide ntia l compone nt a s  file d  wa s  $0.077178. The

reca lcula ted number based on the  revised a lloca tion is  $0.07377l, a  4.4% decrease .
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I

on e ne rgy. I be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fUe l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Ele ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer case load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city"

portion to be  a lloca ted based on average  and peaks  would be  less  than the  50% applicable

to TEP .

Do you desire to amend your allocation approach for Purchased Power?

Given tha t the  UNS Electric sys tem does  have  a  lower load factor than TEP, and less  (as  a

pe rce nta ge ) of the  type  of high loa d fa ctor indus tria l loa d tha t is  found in the  TEP  se rvice

te rritory, I propos e d the  future  us e  of a  purcha s e  powe r a lloca tion fa ctor tha t is  40%

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy. This  fa ctor will a pply to Accounts  555 a nd 565, a nd

re pre s e nts  a  cha nge  in a lloca tion from 100% a ve ra ge  a nd pe a ks , a s  file d. The  40%

"ca pa city", 60% "fue l" a s s umption is  not ba s e d on a  s pe cific s tudy, but is  ins te a d a n

a ttempt to "fine -tune" the  approach presented in my Direct Tes timony.

Does this change affect the base rate fuel component allocation?
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Ye s . The  ba s e  ra te  fue l compone nt will de cre a s e  for re la tive ly lowe r loa d fa c tor c la s s e s ,

a nd incre a s e  for highe r loa d fa ctor c la s s e s . The  tota l re cove re d through the  compone nt is

una ffe cte d. Fo r e xa m p le ,  th e  re s id e n tia l c o m p o n e n t a s  tile d  wa s  $ 0 .0 7 7 1 7 8 . The

re ca lcula te d numbe r ba s e d on the  re vis e d a lloca tion is  $0.07377l , a  4.4% de cre a s e .
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m ore  re le va nt to dis tribution cos ts . In the  UNS  Ga s  ca s e , holding cus tom e r cha rge s  a t low

le ve ls  wou ld  ha ve  re s u lte d  in  re la tive ly h igh  vo lum e tric  c ha rge s . High-us e  cus tom e rs

with in  a  c la s s  would  the re fore  be  pa ying  m ore  tha n  the ir cos t to  s e rve .  In  the  UNS  G a s

c a s e ,  I n o te d  th a t  F la g s ta ff g a s  c u s to m e rs  o fte n  s u b s id iz e  lo w-u s e ,  lo w d e s e rt  g a s

cus tom e rs . This  is  ine quita ble , a nd pa rt of why I s a id tha t lowe r cus tom e r cha rge s  a re  not

a lwa ys  be s t. The  s pe cifics  of e a ch ca s e  mus t be  e xa mine d to de te rmine  the  be s t wa y to s e t

cus tome r cha rge s .

2. Purchased Power Allocation (Average And Peaks V. Energv).

Q. Does Mr. Radigan question the use of average and peaks for allocating Purchased

P o we r (Ac c o u n ts 555 a nd 565)?

Ye s . In the  initia l filing, Accounts  555 a nd 565 we re  a lloca te d on the  ba s is  of a ve ra ge  a nd

pe a ks . Mr.  Ra d iga n  d is cus s e s  the  e ffe c t on  cos t a lloca tion  a nd  c la s s  ra te s  o f re tu rn  o f

cha nging this  a lloca tion to e ne rgy. S pe cifica lly in his  Dire ct Te s tim ony from  pa ge  6 a t line

24  th rough  pa ge  7  a t line  7  . - Mr.  Ra d iga n  ind ic a te s  tha t m ore  s tudy o f the  Com pa ny's

purcha s e d  powe r cos t cou ld  he lp  in  choos ing  a  be s t a lloca tion  m e thod .  G ive n  wha t Mr.

Ra diga n pe rce ive s  a re  unre solve d is sue s  in the  cla s s  cos ts  of se rvice  s tudy, he  re comme nds

tha t the  s tudy not se rve  a s  a  ba s is  for the  propose d re ve nue  incre a se  by cla ss .

Q. Please comment on the issues raised by Mr. Radigan with respect to Purchased Power

If UNS  Ele ctric  ha d the  fa cilitie s  s uch tha t it could ge ne ra te  its  own powe r re quire m e nts , a
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portion  of p roduc tion  cos ts inc luding re turn on ne t ge ne ra tion pla nt a nd the  a s s oc ia te d

in c o m e  ta x,  p ro p e rty ta xe s  re la te d  to  p ro d u c tio n  p la n t,  a n d  n o n -fu e l O &M e xp e n s e s  -

wo u ld  th e n  b e  a llo c a te d  o n  a v e ra g e  a n d  p e a k a n d  fu e l wo u ld  h a v e  b e e n  a llo c a te d  o n

e ne rgy. If th e  p o rtio n s  we re  b a s e d  o n  TE P ,  th e n  5 0 %  o f p ro d u c tio n  c o s t ("c a p a c ity")

would be  ba s e d on a ve ra ge  a nd pe a ks  a nd 50% of production cos ts  ("fue l") would be  ba s e d

A.

A.

6



on e ne rgy. I be lie ve  TEP 's  50%/50% split in production cos t be twe e n ca pa city a nd fue l is

a t le a s t clos e  to the  ca pa city/fue l s plit of a  hypothe tica l s ys te m tha t would s e rve  UNS

Ele ctric. This  is  be ca us e  both TEP  a nd UNS  Ele ctric s e rvice  te rritorie s  ha ve  s imila r

we a the r cha ra cte ris tics  a nd some wha t s imila r sys te m loa d fa ctors . But to the  e xte nt tha t

UNS  Ele ctric s ys te m a ctua lly ha s  a  s lightly lowe r s ys te m loa d fa ctor tha n TEP , I would

expect more  peaking plants  and fewer case load plants  than if the  load factor ma tched the

TEP  loa d fa ctor. A lowe r loa d fa ctor s ys te m would the re fore  re s ult in lowe r ca pa city-

re la te d cos ts  (pe r kph) a nd highe r fue l cos ts  (pe r kph). This  me a ns  tha t the  "ca pa city"

portion to be  a lloca ted based on average  and peaks  would be  less  than the  50% applicable

to TEP .

Do you desire to amend your allocation approach for Purchased Power?

Given tha t the  UNS Electric sys tem does  have  a  lower load factor than TEP, and less  (as  a

pe rce nta ge ) of the  type  of high loa d fa ctor indus tria l loa d tha t is  found in the  TEP  se rvice

te rritory, I propos e d the  future  us e  of a  purcha s e  powe r a lloca tion fa ctor tha t is  40%

a ve ra ge  a nd pe a ks  a nd 60% e ne rgy. This  fa ctor will a pply to Accounts  555 a nd 565, a nd

re pre s e nts  a  cha nge  in a lloca tion from 100% a ve ra ge  a nd pe a ks , a s  file d. The  40%

"ca pa city", 60% "fue l" a s s umption is  not ba s e d on a  s pe cific s tudy, but is  ins te a d a n

a ttempt to "fine -tune" the  approach presented in my Direct Tes timony.

Does this change affect the base rate fuel component allocation?
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13 A.
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22 A.

23

24

25

26

27

Ye s . The  ba se  ra te  fue l compone nt will de cre a se  for re la tive ly lowe r loa d fa ctor cla s se s ,

and increase  for highe r load factor cla sse s . The  tota l recove red through the  component is

unaffected. For e xa mple , the  re s ide ntia l compone nt a s  file d wa s  $0.077178. The

recalcula ted number based on the  revised a llocation is  $0.07377l , a  4.4% decrease .

7
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1

2

Q, Allocating purchased power on 100% energy was another option you could have

chosen. Why did you choose in your Direct Testimony 100% average and peaks

instead of 100% energy?

The  use  of average  and peaks  recognizes  the  importance  of both demand and energy (i.e .,

load factor) when de te rmining the  cos ts  to se rve  customers . Customers  who a re  lower load

factor - tha t is  require  re la tive ly la rge  power requirements  for short dura tion - typica lly pay

a  highe r price  pe r kph. This  follows  from s imple  microe conomic the ory be ca us e  a  fixe d

(capacity) cos t is  spread ove r re la tive ly few kph. Tha t is , ave rage  fixed cos ts  rise  a s  sa le s

de cre a se  (or conve rse ly, a ve ra ge  fixe d cos ts  de cline  a s  s a le s  incre a se ). For e xa mple ,

a s sume  tha t $1.44 in monthly fixe d cos t mus t be  colle cte d from e a ch of two cus tome rs ,

Cus tome r A a nd Cus tome r B, on a  volume tric ba s is . Furthe r a s s ume  tha t A is  a  1 kW

100% loa d fa ctor cus tome r us ing 720 kph in  a  30-da y month. B is  a  l kW 10% loa d

fa ctor cus tome r us ing 72 kph in a  30-da y month. The  volume tric cha rge  a pplica ble  to A

would be  2 mils  ($0.002) pe r kph, while  the  volume tric cha rge  for B would be  2 ce nts

($0.020) pe r kph. The  volume tric cha rge  for the  high loa d fa ctor cus tome r A is  only one -

tenth the  charge  applicable  to the  low-load factor customer B.
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Q- Mr. Radigan says your "theory" is out of touch with today's purchased power

markets. Do you agree?

No. Mr. Ra diga n us e s  a n ove rly s implis tic a rgume nt tha t UNS  Ele ctric curre ntly buys

power from P innacle  Wes t Capita l Corpora tion ("PWCC") on a  volume tric ba s is  a t a  fixed

price  pe r Mwh. This  is  not incons is te nt with my cla im tha t the  a ve ra ge  price  of purcha se d

powe r is  influe nce d by loa d fa ctor. Whe n P WCC a gre e d to s e ll powe r to UNE Ele ctric,

P WCC wa s  we ll a wa re  of UNS  Ele ctric's  loa d cha ra cte ris tics . Ha d P WCC be e n se lling a

100% load factor block of power with the  same  leve l of peak demand, the  ave rage  price  of

this  high-load factor block would like ly have  been lower than the  ave rage  price  of the  UNS

Electric purchased power. In othe r words , the  fixed price  pe r MWh is  like ly de te rmined by

A.

A.
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Q. Are TOU rates also well established at other Arizona electric utilities?

Ye s . Arizona  P ublic S e rvice  Compa ny curre ntly ha s  ove r 40% of its  re s ide ntia l loa d on

TOU. S a lt Rive r P roje ct a ls o ha s  a n e xte ns ive  a nd we ll-e s ta blis he d TOU progra m. The

P ublic Utility Re gula tory P olicy Act ("P URP A"), which s upporte d cons ide ra tion of TOU,

was  passed in 1978, a lmost thirty yea rs  ago. TOU is  an important program tha t should not

be  placed on hold.

Q. Mr. Radigan claims - in his Surrebuttal Testimony on page 4 at lines 4 through 6 -

that there is no cost justification for the proposed TOU rates. Do you agree?

No. The  proposed increase  in the  re la tive  price  of peak ene rgy should - othe r things  be ing

cons ta nt - ca use  a  shift in consumption a wa y from pe a k e ne rgy a nd towa rd off-pe a k a nd

shoulde r ene rgy. Tha t reduces  ene rgy cos ts . Assuming tha t peak demand does  not spike ,

the  a ve ra ge  cos t of providing e ne rgy will fa ll. Cos t re ductions  be ne fit cus tome rs . This

supports  immedia te  manda tory TOU implementa tion.

111. POWER SUPPLY ALLOCATION.
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Q. Do differences still exist between you and Mr. Radigan of Staff on Power Supply

Allocation?

2 5

2 6

2 7

Yes. Mr. Radigan's  pre fe rence  is  to a lloca te  purchased power cos ts  on a  100% volumetric

(kph) ba s is . I pre fe r to s plit the  a lloca tion of purcha s e  powe r be twe e n volume tric (kph)

a nd the  a ve ra ge  a nd pe a ks  me thod. I p rovide d  de ta il o f th is  me thod  in  my Re butta l

Te s timony. Mr. Ra d iga n  ba s e s  h is  me thod  on  the  s imple  fa c t tha t the  curre n t fu ll

re quire me nts  powe r supply contra ct with P inna cle  We s t Ca pita l Corpora tion ("P WCC") is

colle cte d from UNS  Ele ctric by a  s ingle , kWh-ba s e d cha rge . This  ove rly s implis tic

a rgument is  flawed, because  had UNS Electric exhibited a  much lower sys tem load factor

a t the  time  of the  price  ne gotia tion, P inna cle  We s t mos t like ly would ha ve  re quire d a

A.

A.

A.

3



1 highe r price  pe r kph to compe ns a te  it for unde rutilize d fixe d ca pita l inve s tme nt.

Volumetric contract pricing does not imply that load factor is absent from cost causation.

The importance of load factor supports my allocation based in part on average and peaks.

2

3

4

Q. How will the upcoming expiration of the PWCC full requirements power supply

agreement affect Mr. Radigan's argument?

The  expira tion neutra lize s  Mr. Radigan's  a rgument on purchased power a lloca tion. Given

this  coming unce rta inty, a  prudent approach is  to look a t how gene ra tion is  a lloca ted for a

ve rtica lly integra ted utility. My proposed technique , which uses  both kph and ave rage  and

peaks, s trikes this  balance .

Iv. MOHAVE AND S ANTA CRUZ COUNTY RATE CONS OLIDATION AND UNS

ELECTRIC'S  PROPOSED INVERTED BLOCK RATE DESIGNS.

Q. Do differences still exist between you and Mr. Radigan of Staff on Mohave - Santa

Cruz Rate Consolidation and Inverted Block Designs?

Unfortunately yes. Our two proposals -- which RUCO also supports -- are rejected by Mr.

Radigan to avoid a situation where some customers pay slightly higher bills  while other

customers pay slightly lower ones. The Company maintains its position as articulated in

my Direct and Rebutta l Testimonies . I recommend Commiss ion acceptance  of these

programs.

v . LARGE POWER SERVICE DEMAND CHARGES ; UNDER 69 kg .
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Q- Do differences still exist between you and Mr. Radigan over Large Power Service

Demand Charges?

27 Yes . As  I have  indica ted, UNS Electric ha s  not pe rformed a  s tudy on appropria te  demand

A.
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1

2

UNS  Ele ctric a gre e d tha t its  TOU pricing pla ns  will not be  cons ide re d DS M, nor

will the se  pricing plans  be  funded with DSM dolla rs .

Q~ What changes is UNS Electric proposing?
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In a ddition to the  DS M progra ms  file d in Mr. Fe rry's  Dire ct Te s timony, UNS  Ele ctric

propos e d  Re s ide ntia l HVAC a nd  Comme rcia l Fa cilitie s  Effic ie ncy P rogra ms , a nd

e nha nce d its  DLC P rogra m in its  Ame nde d DS M P rogra m P ortfolio. The  Compa ny

re move d TOU from its  lis t of spe cific DS M progra ms , a lthough it re ma ins  a n importa nt

pa rt of UNS  Ele ctric 's  DS M s tra te gy. As  it is  e s s e ntia lly a  ra te  de s ign is s ue , Mr. D.

Be ntle y Erdwurm a ddre s s e s  TOU ra te s  in his  Dire ct a nd Re butta l Te s timonie s . Ms .

S mith provide s  gre a te r de ta il on the  Ame nde d DS M P rogra m P ortfolio in he r Re butta l

Te s timony.

Q- What about Staffs proposed DSM Adjustor Mechanism?I
I
I
I

A. Th e  C o m p a n y a g re e s  with  S ta ffs  re c o m m e n d a tio n  to  u tiliz e  a  DS M Ad ju s to r

Me cha nis m. While  UNS  Ele ctric is  re que s ting a pprova l of the  DS M progra ms  in the

UNS  Ele ctric DS M Docke t, the  Compa ny re que s ts  tha t funding for the  DS M progra ms ,

through the  DS M Adjus tor Me cha nis m, be  a pprove d in this  docke t. Imple me nta tion of

the  Ame nde d DS M P rogra m P ortfolio s hould coincide  with, a nd is  continge nt upon,

Commiss ion a pprova l of the  DSM Adjus tor Me cha nism.

Q- What does the Company propose to collect in its initial DSM Adjustor Mechanism?
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A. The  Compa ny propose s  to colle ct 100 pe rce nt of its  Low-Income  We a the riza tion ("LIW")

P rogra m, a nd 25 pe rce nt of the  othe r progra ms , in its  initia l DS M Adjus tor Me cha nis m.

This  initia l a mount will fund the  firs t ye a r s ta rt-up cos ts  for the  imple me nta tion of ne w or

enhanced programs,

A.

2.

1 5
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determine the over- or under-collection adjustment needed to modify projected DSM costs

for the current year adjustor rate calculation. Staff further recommends that UNS Electric

submit, with its previous year DSM costs and DSM recovery, a proposed calculation of

the new DSM adjustor rate for the current year. Staff also recommends that UNS

Electric's proposed new DSM adjustor rate shall become effective on June l if no action is

taken by the Commission to modify or reject it. If  Staff has concerns with the DSM

expenses submitted, the DSM revenues collected, or the proposed DSM adjustor rate

calculation, Staff will work with the Company to resolve such discrepancies prior to the

June l effective date. If necessary, Staff would present a proposal to the Commission for

a decision.

Q.

A.

Why are you recommending that an adjustor rate from this calculation procedure

not become effective until June 1, 2009"

Under a scenario where Commission approval is granted for the proposed Portfolio Plan

DSM activ ities in 2007, 2008 would be the f irst full year of spending under the new

portfolio of DSM programs at UNS Electric. Under such a scenario, it is likely that most

programs would still be ramping-up during 2008 and early 2009, but the new programs

should be in effect during that period. The DSM adjustor rate to become effective June l,

2009, would be the first adjustor rate based upon actual operation (during calendar year

2008) of the DSM programs proposed in the Portfolio Plan.

Q. If the DSM adjustor rate calculated using the proposed procedure does not become

effective until June 1, 2009, what DSM Adjustor rate should be used immediately

upon the conclusion of this rate case and until June 1, 2009?
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A. Staff recommends that from the effective date of an Order in this rate case until June I,

2009, the initial DSM adjustor rate should be based upon 25 percent of currently estimated



UNS Electric, Inc.
Demand Side Management Costs

To be Included in 2009 DSM Adjustor Calculation
(estimated)

2008 Estimate Percentage Included Costs

Education and Outreach s170,000 25% $42,500

Dire ct Loa d Control $1,968,000 25% $492,000

Low Income  We a the riza tion $105,000 100% $105,000

Residential New Construction $420,000 25% s l 05,000

HVAC Retrof it $300,000 25% $75,000

Shade Tree Program $65,000 25% $16,250

Comme rcia l Fa cilitie s  Efficie ncy $400,000 25% $100,000

$3,428,000 $935,750

Dire ct Te s timony of J e rry D. Ande rson
Docke t No. E-04204A-06-0783
Page 16
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P ortfolio P la n firs t ye a r (2008) progra m cos ts  for a ll progra ms  e xce pt the  LIW progra m

for which 100 pe rce nt of the  e s tima te d 2008 progra m cos ts  should be  include d. The se

costs  should be  divided by adjusted Test Year kph re ta il sa le s  a s  reported on S chedule  H-

2, pa ge  I,  line  9 (l,606,376,397 kph).  The  following ta ble  s um m a rize s  the  e s tim a te d

DS M costs  to be  included in the  ca lcula tion, recognizing tha t these  numbers  could change

ba s e d  upon  Com m is s ion  a pprova l,  d is a pprova l,  o r re v is ions  to  the  c on te m pla te d

programs:

Q. Under this calculation, what would be the level of the initial DSM adjustor rate?

9

10
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12

13

A. The initial DSM adjustor rate would be $935,750 div ided by 1,606,376,397 kph or

30.000583 per kph. For a residential customer using 866 kph per month (2006 average

usage), this would result in a charge on each monthly bill of$0.50 or about $6.00 per year.
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Q-

A.

How should DSM costs be charged to UNS Electric customers?

Staff recommends that Commission-approved DSM costs should be assessed to all UNS

Electric customers as a clearly labeled single line item per kph charge on customer bills.

The per kph charge would be a result of the DSM adjustor mechanism calculation and

would be re-calculated annually. Staff believes the individual DSM line-item charge

would provide maximum transparency to UNS Electric customers.

Q. How should DSM-related expenses be recorded in the DSM Adjustor account?

Staff recommends DSM related expenses should be recorded in the DSM Adjustor

account by DSM program and other major categories of DSM expenses with each major

category further disaggregated by type of expense. Within each DSM program or major

category sub-account, the further disaggregation by type of expense would separately

record rebates and incentives, marketing, direct program implementation, administrative

costs, etc.
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Q.

A.

How should the per kph DSM adjustor rate be reset each year?

A.

Staff recommends that UNS Electric's DSM adjustor rate be reset annually on June l of

each year beginning June l, 2009, and that the per kph rate be based upon currently

projected DSM costs for that year, adjusted by the prev ious year's over- or under-

collection, div ided by projected retail sales (kph) for that same year. Staff further

recommends UNS Electric submit to the Commission in Docket Control i ts DSM

expenses, prudently incurred during the prev ious calendar year in connection with

Commission-approved DSM programs and activities, and its actual DSM cost recovery

collected in the previous year, annually by April l of each year. The disaggregated costs

placed in each DSM Adjustor sub-account for the previous year should be summed to a

total DSM cost and compared with documented DSM cost recovery that same year to
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1 Q-

2

On page 35 at item 3.7.f.1 of his Direct Testimony, Mr. Magruder recommends that

the Commission not approve this program. Do you have any comments?

3 Ye s . UNS  Ele ctric  be lie ve s  the  S ha de  Tre e  P rogra m provide s  s ignifica nt e ne rgy a nd

4

5

6

e nvironme nta l be ne fits  to cus tome rs . Whe the r the  S ha de  Tre e  P rogra m will be  re je cte d

ba s e d on the  informa tion provide d by Mr. Ma grude r (3.7.e .1), howe ve r, is  a  ma tte r for

discuss ion by the  Commiss ion during the  UNS Electric DSM Docke t.

7

8 9. Commercial Facilities Efficiencv Program.

9

1 0

11

1 2

In his Direct Testimony at item 3.8.e.1 on page 38, Mr. Magruder assumes that all

participants will receive the maximum of $10,000 and the customers allowed to

participate will be limited to 28.5 customers. Do you have any comments?

1 3

1 4

1 5

Ye s . UNS  Ele ctric  be lie ve s  tha t mos t cus tome r re ba te s  will be  s ignifica ntly lowe r tha n

$10,000. UNS  Ele ctric  a dde d the  ince ntive  ca p to pre ve nt one  or two cus tome rs  from

consuming the  entire  budge t for the  program.

1 6

1 7 Q-

18

On page 38 at item 3.8.e.3 of his Direct Testimony, Mr. Magruder requests a sample

of proposals, agreements and report formats. How do you respond to his requests?

1 9 A.

20

Deve lopment of forms , agreements , and propos a ls  ha s  not ye t been deve loped but will be

in the  coming months  for Commis s ion approva l.

2 1

22 c. Response to Staff Witness Jerrv Anderson's Testimonv.

23

24 Q. Does UNS Electric agree with comments made by Mr. Anderson?

25 Ye s . UNS  Ele ctric a gre e s  with the  J e rry Ande rs on's  comme nts  a nd re comme nda tions  in

26 his  Dire ct Te s timony.

27

A.

A.

Q.

2 1
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1 1 1 . REBUTTAL TO RUCO WITNESS MARYLEE DIAZ CORTEZ.

Q. Do you agree with Ms. Diaz Cortez's recommendation for billing and collection

no tices ?

No. It a ppe a rs  the re  ma y be  s ome  confus ion a bout wha t UNS  Ele c tric  is  re que s ting. The

prima ry purpos e  of the  re comme nde d cha nge s  wa s  to a void confus ion for cus tome rs  s e rve d

by bo th  UNS  E le c tric  a nd  UNS  Ga s .  Unde r UNS  E le c tric 's  p ropos a l,  a ny pa yme n t no t

ma de  a fte r te n da ys  from whe n the  bill wa s  re nde re d is pa s t due . The n, a n a dditiona l ffte e n

da ys  mus t e la ps e  be fore  the  b ill will be  cons ide re d  de linque nt. S o , 25  da ys  go  by from

whe n  a  b ill is  re nde re d  un til it be c ome s  de linque n t. Th is  is  more  ge ne rous  tha n  the

Commis s ion's  rule s  .-. A.A.C. R14-2-210.C..... which s ta te s  tha t "a ny bill for utility s e rvice s

a re  due  a nd pa ya ble  no la te r tha n 15 da ys  from the  da te  of the  bill," a nd "[a ny] pa yme nt not

re c e ive d  with in  th is  time -fra me  s ha ll be  c ons ide re d  de linque n t a nd  c ou ld  inc u r a  la te

pa yme nt cha rge ."

2

3

4

5

6
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13

14
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2 1

22

23

2 4

25

2 6

2 7

Also .-- contra ry to Ms. Diaz Cortez's  Direct Tes timony ..-. the  number of days  from the  bill

da te  to the  re minde r notice  be ing ma ile d is  uncha nge d a t 26 da ys . The  Compa ny would

then give  a t leas t a  5-day advance  written notice  of se rvice  disconnection following the  bill

becoming de linquent. The  actua l disconnection would not occur be fore  the  31s t day of the

normal billing cycle . UNS Electric would propose  to apply the  la te  payment a ssessment on

de linque nt bills  only (i.e ., 25 da ys  a fte r the  da te  the  bill is  re nde re d). The  sugge s te d rule

language  can be  modified to cla rify tha t the  la te  payment cha rges  would begin on the  day

after the  de linque ncy da te  or 26 da ys  a fte r billing. The  Compa ny fe e ls  tha t a n a ve ra ge

thirty da y billing/colle ction cycle  is  re a sona ble  a nd a voids  ca rrying ove r ba la nce s  to the

ne xt billing pe riod on a  routine  ba s is . The  Compa ny will continue  the  curre nt pra ctice  of

working with customers tha t request or a re  in need of payment extensions.

A.

2
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Q. Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony?

Ye s , it doe s .

1

2

3

4 v. REBUTTAL TO STAFF WITNESS BING E. YOUNG.

Q. Do you agree with Mr. Young's testimony regarding line extension tariff changes?
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No. The recommended changes proposed by the Company were made to clarify language

to avoid customer confusion about current language, update policies to follow the

Commission's rules and to be more consistent with UNS Gas and TEP rules as appropriate.

Subsection 6.2.a. of the Rules and Regulations was changed to allow only one span of wire

from existing facilities to the customer's point of service. The Company suggested a

reduction in the service line extension policy which currently allows 150 feet of service

wire and one carryover pole. This change would recognize that each customer will have a

service drop, but if an individual desires to locate their point of service further from the

lines than one span, they should pay for the longer line. Therefore, Mr. Young's statement

that the Company is proposing an increase in the footage is not correct. In Subsection 9.D.

of the Rules and Regulations the Company proposed combining the current distribution

line footage allowance of 400 foot with a service allowance of 100 feet for the total of 500

foot per customer, the combined total being 50 foot and one carryover pole less than what

is currently allowed per customer.

Furthe r, Mr. Young mus t re cognize  the  impa cts  his  propos a l will ha ve . The  Compa ny

be lie ve s , ge ne ra lly, tha t growth should pa y for growth. But we  a lso fe e l tha t growth is , in

fact, good for the  communitie s  we  se rve . Removing the  free  footage  a llowance  would be  a

ma jor shift in policy, which would be  contra ry to the  e conomic de ve lopme nt e fforts  of the

communitie s  tha t UNS Electric se rves . S ta ff mus t recognize  tha t the  cons truction indus try

is  a  ma jor drive r of the  loca l economy in rura l communitie s  such as  Kingman, Lake  Havasu

A.

A.

9
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1 Q. Does that conclude your rebuttal to the Ms. McNeely-Kirwan's Direct Testimony?

Yes, it does .

v. REBUTTAL TO S TAFF WITNES S  BING E . YOUNG.

Q. Do you agree with Mr. Young's testimony regarding line extension tariff changes?
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No. The  recommended changes  proposed by the  Company were  made  to cla rify language

to  a void  cus tome r confus ion  a bout curre n t la ngua ge , upda te  po lic ie s  to  fo llow the

Commission's  rules  and to be  more  consis tent with UNS Gas and TEP rules  as  appropria te .

Subsection 6.2.a . of the  Rules  and Regula tions was changed to a llow only one  span of wire

from e xis ting fa cilitie s  to the  cus tome r's  point of s e rvice . The  Compa ny s ugge s te d a

re duction in the  s e rvice  line  e xte ns ion policy which curre ntly a llows  150 fe e t of s e rvice

wire  and one  ca rryove r pole . This  change  would recognize  tha t each cus tomer will have  a

s e rvice  drop, but if a n individua l de s ire s  to loca te  the ir point of s e rvice  furthe r from the

lines  than one  span, they should pay for the  longe r line . The re fore , Mr. Young's  s ta tement

tha t the  Company is  proposing an increase  in the  footage  is  not correct. In Subsection 9.D.

of the  Rule s  a nd Re gula tions  the  Compa ny propose d combining the  curre nt dis tribution

line  footage  a llowance  of 400 foot with a  se rvice  a llowance  of 100 fee t for the  tota l of 500

foot pe r cus tomer, the  combined tota l be ing 50 foot and one  ca rryover pole  le ss  than wha t

is  currently a llowed pe r cus tomer.

Furthe r, Mr. Young mus t re cognize  the  impa cts  his  propos a l will ha ve . The  Compa ny

be lie ve s , ge ne ra lly, tha t growth should pa y for growth. But we  a lso fe e l tha t growth is , in

fact, good for the  communitie s  we  se rve . Removing the  free  footage  a llowance  would be  a

ma jor shift in policy, which would be  contra ry to the  e conomic de ve lopme nt e fforts  of the

communitie s  tha t UNS Electric se rves . S ta ff mus t recognize  tha t the  cons truction indus try

is  a  ma jor drive r of the  loca l economy in rura l communitie s  such as  Kingman, Lake  Havasu

A.

A.

9



I
I
I
I

City a nd Noga le s . UNS  Ele ctric 's  policy of re quiring  de ve lope rs  to  a dva nce  funds

ne ce s s a ry to ins ta ll e le ctric fa cilitie s  with re funds  only ma de  for pe rma ne nt cus tome r

a dditions  e limina te s  the  ris k to othe r ra te  pa ye rs  a nd the  Compa ny. We  be lie ve  tha t

e limina ting the  opportunity for de ve lope rs  to re cove r a dva nce s  to the  Compa ny ma de  for

e le ctric fa cilitie s  could ha ve  fa r-re a ching, ne ga tive  impa ct on de ve lopme nt in our s e rvice

te rritorie s .

Q- Do you agree with Mr. Young's testimony regarding bill estimation?

The  Compa ny is  not a wa re  of "cus tome r confus ion" a bout the  curre nt me thodology of

e s tima ting bills , but is  open to reviewing policie s  to addre ss  the  new cha llenges  pre sented

to UNS Ele ctric a nd its  cus tome rs  whe n time -of-use  billing is  offe re d to a  la rge r cus tome r

base.

Q- Does that conclude your rebuttal to Mr. Young's Direct Testimony?

A. Yes, it does .

v . REBUTTAL TO STAFF WITNESS STEVE TAYLOR.

Q. Mr. Ferry, please summarize your view of the direct testimony filed by Steve Taylor

on behalf of staff.

The  Company genera lly agrees  with recommenda tions  made  by Mr. Taylor.
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Q- Do you have any comments regarding reliability suggestions made by Mr. Taylor?

Ye s ,  I d o . Mr. Ta ylo r no te d  in  h is  Dire c t Te s timony tha t UNS  E le c tric 's  Moha ve

ope ra tions  s hould cons ide r improving re lia bility tra cking. In re s pons e , UNS  Ele ctric in

Moha ve  is  upda ting our Globa l Pos ition Sys te m/work orde r sys te m, which will include  the

imple me nta tion of a n a utoma te d outa ge  ma na ge me nt s ys te m. Th is  will e n a b le  th e

I
I
I
I
I
I
I
I
I
I
I
I

A.

A.

A.
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UNS Electric Inc.'s
Proposed Hook Up Fee

Do c ke t  No . E. 04204-06-0783

Rules and Regulations

I Add:

Section 2, Definitions:

"Service Connection Contribution" - A non-refundable contribution in aid of construction
charged by the Company to an applicant to offset construction costs for a new electric
service connection.

Add :

Section 6. B. 2.

2. Service Connection Contribution

a. A Service Connection Contribution of $250.00 will be charged to an applicant for
each new electric service connection.

b. The Service Connection Contribution will be considered a non-refundable
contribution in aid of construction.

I
I
I
I
I

c. The Company will waive the Service Connection Contribution for single-family
residential service if the house is constructed in accordance with UNS Electric's
"Energy Smart Homes" efficiency standards or any successor home efficiency
program.

Renumber existing Sections 6.B.2 and 6.B.3.

I/A/S8 .¢ '/é
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1 The Company estimates that UNS Electric's Service Customer Connection charge could

2 bring in as much as $1.5 million annually .- if 6,000 service line extensions are added each year.302

3 The Company would prefer not to implement this proposal, however, and instead, wait to develop

4 a hook-up fee until the conclusion of the generic hook-up fee docket referenced above.3°3

5 VI. PPFAC MECHANISM.

6 As has been previously discussed, UNS Electric currently obtains all of its power through a

7 fixed price full requirements power supply agreement with Pinnacle West. That contract expires

8 May 31, 2008 and UNS Electric must replace the power supply through purchases made on the

9 wholesale market. Market power prices typically fluctuate with the price of natural gas because

10 most available energy comes from gas-tired generators. Therefore, the current UNS Electric

l l PPFAC, which is set at a fixed price based on the Pinnacle West contract, is obsolete and must be

12 replaced with a mechanism that allows the Company to recover the actual cost of purchased power

13 and fuel incurred in acquiring necessary resources.3°' All parties agree that a new font of PPFAC

14 is needed under these circumstances. The Company and Staff have agreed upon the form of a

15 PPFAC, and the related Plan of Administration ("POA"), with the exception of two operational

16 issues.

17 A. Proposed Form of PPFAC.

18 The Company originally proposed a new cost recovery mechanismto automatically adjust

19 the PPFAC rate based on a 12-month rolling average cost for fuel and purchased power, StaE

20 proposed a different form of PPFAC that was very similar to the Power Supply Adjustor ("PSA")

21 recency approved for APS in Decision No. 69663 (June 28, 2007), but with appropriate

22 adjustments to tit UNS Electric's circumstances.3°5 In its Rebuttal Testimony, the Company

23 accepted Staffs proposed PPFAC mechanism and provided a proposed POA that set forth the

24 details of the PPFAC's operadon.306 The Company believes Staffs proposed forward-looking

25
302

2 6 303

304

27 305
306

Tr. (Grant) at 960-61 .
Tr. (Grant) at 961-62.
Ex. UNSE-14 (DeConcini Direct) at 19.
Ex. S-56 (R. Smith Direct) at 80-85.
Ex. UNSE-15 (DCCODCi11i Rebuttal) at 8, 16, Ex. MJD~3 (POA)-

66
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i

1 PPFAC mechanism will effectively mitigate the volatility in its power supply and delivery costs3°7

2 and sends a better price signal to customers.3°8

3 The proposed PPFAC would go into effect on June 1, 2008, when UNS Electric starts

4 using the power supplies that M11 replace the Pinnacle West contract. Before that time, the Base

5 Cost of Fuel and Purchased Power will be set at a level that reflects the cost of power under the

6 contract.309 Therefore, the PPFAC rate will be set at zero and] June 1, 2008.310 Under the POA,

7 the proposed PPFAC has two components: (1) a Forward Component, and (2) a true-up

8 component. The Forward Component would be based on forecasted fuel and purchased power

9 costs, while the True-Up Component would compare actual fuel and purchase power costs with

10 what was collected through base rates and the PPFAC rate in the prior y€an31I The True-Up

11 Component would also reconcile actual versus forecasted fuel and purchased power costs, and

12 would be incorporated into the following year's PPFAC rate.312 Moreover, as set forth in the

13 revised POA: (i) each PPFAC Year would start June IS and continue through May 31* of the

14 following year;313 (ii) the Company would submit a f i l ing on or before December 31" with

15 information and calculations showing the fol lowing PPFAC Year's Forward and True-Up

16 Components,314 (iii) Staff would have until February 15"' to issue initial comments regarding UNS

17 Electric's filing, or recommending any adjustments to the Company's calculations, and (iv) the

18 Company would tile updated information and calculations concerning the True-Up Component by

19 Apr i l  l " ,  and S taf f  would  hav e unt i l  Apr i l  15" '  t o  t i l e  any  add i t i ona l  com m ents or

20 recorn1nendations.3'5 The POA does not propose that the Commission approve each year's new

21 PPFAC rate but that the Commission could suspend the PPFAC or take some other action before

22

23

24

25

26

27
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30s

309

310

311

312

313

314

315

Ex. UNSE 15 (DeConcini Rebuttal) at 8.
Tr. (DeConcini) at 321 .
Ex. UNSE-17 (Endwurm Direct) at 21 .
Ex. UNSE 15 (DeConcini Rebuttal) at 8-9; Ex. UNSE-17 (Erdwurm Direct) at 21.
Ex. UNSE-15 (DeConcini Rebuttal) at 9, Ex. MJD-3 (POA).
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June 1".316 Finally, if some extraordinary event, such as the 2005 Gulf Coast hurricanes, leads to a

drastic change in fuel and energy prices, the revised POA would allow the Company to seek a

modification to the Forward Component 17 This would allow the PPFAC rate to be smoothed out

1

2

3

4 so that the True~Up component does not result in a larger than necessary increases18

5 In its Surrebuttal Testimony, Staff submitted a revised version of the UNS Electric P0A.319

6 Staff also recommended that UNS Electric fully credit short-term 01°F-systern wholesale revenues

7 to the PPFAC, a recommendation the Company endorses.32°

8 The Company and Staff agree on the terms of the revised POA with two exceptions. First,

9 in the revised POA, Staff has proposed eliminating the recovery through the PPFAC of "Other

10 Allowable Costs," such as the procurement, scheduling and management fees related to UNS

l l Electric's acquisition of power and credit costs necessary to support fuel and power purchases.

12 The Company believes it should be allowed to recover those costs through the PPFAC. Second,

13 during the hearing, Staff submitted a proposal suggesting that a cap might be placed on the

14 Forward Component of the PPFAC - even though Staff had not previously proposed a cap. UNS

15 Electric opposes a cap on the Forward Component.

16 B .

17

18

19

20

21

22

23

Other Allowable Costs

With respect to the recovery of Other Allowable Costs, Staff contends that these costs

should be recovered through base rates, not the PPFAC. However, this proposal is inappropriate

given the circumstances facing the Company. UNS Electric has not had to incur procurement,

scheduling and management costs related to its acquisition of power because of the long-standing

Pinnacle West power contract.32' That means these costs are not reflected in current ratw,322 and

there are no such costs in the test year to be included in base rates. RUCO admits that UNS

Electric does not have these costs as part of test-year expenses, but will incur them once the

2 4

316

2 5 317

318

2 6 319

320

2 7 321

322

Ex. UNSE-15 (DeConcini Rebuttal) at 12.
Ex. UNSE~l5 (DeConcini Rebuttal) at 13.
Ex. UNSE-15 (DeConcini Rebuttal) at 13~14.
Ex. S-58 (R. Smith Surrebuttal) at 59-61, Ex. RCS-7.
Ex. S-58 (R. Smith Surrebuttal) at 62; Ex. UNSE-16 (DeConcini Rejoinder) at 5.
Ex. UNSE-16 (DeConcini Rejoinder) at 3.
Ex. UNSE-15 (DeConcini Rebuttal) at 15, Tr. (DeConcini) at 339-40, 341-42.
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1 Q.

2

I
I

3

4

5

6

7

8

9

10

Is  UNS  Ele ctric  propos ing  to  re cove r broke r's  fe e s , cre d it cos ts , a nd  le ga l fe e s

through the P P FAC?

Yes. The Company has not incurred these costs in the past and therefore no such costs are

reflected in any ra tes  filed in this  case . These  fees are  an inevitable  and necessary part of

procuring fue l a nd purcha s e  powe r s upply for a fte r the  e xpira tion of the  P WCC full

requirements purchase power agreement. These costs  are  reasonable  for UNS Electric to

incur in orde r to continue  to be  a  re liable  e lectric se rvice  provide r. Consequently, they

should be recovered.

Q. Is the Company proposing a sharing mechanism as part of the PPFAC?

11

12

13

14

15

16

17

18

19

2 0

21

22

No. UNS Electric has  ample  incentive  to procure  re liable  sources  of fue l and ene rgy a t

reasonable prices, to hedge an appropriate amount of fuel and purchased power to provide

stability in price , and to seek to procure a  stable , re liable , and affordable  supply of fuel and

purchase  power. The Company does not receive any re turn for these  costs , and does not

have anything to gain by not seeking out the most economical sources of fuel and purchase

power. Further, a  sharing mechanism leaves the  Company and its  customers exposed to

the  vaga rie s  of the  short-te rm ene rgy marke ts . Even if the  Company made  absolute ly

prudent and well designed purchases , the  vola tility of the  short-te rm energy markets  tha t

a re  comple te ly be yond the  Compa ny's  control could ca use  e ithe r the  Compa ny or its

cus tome rs  to be a r a n unfa ir burde n of cos t. In the  Compa ny's  ca s e  this  would be

confiscatory ra te  policy, in the  customers ' case  this  could lead to s ignificantly higher ra tes .

Therefore, we do not believe a  sharing mechanism is appropriate  in the PPFAC and would

strongly oppose such a feature.23

24

25

26

27

1 5

A.

A.

4
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. t

1

2

3

4

change  once  the  full requirements  PPA expires ."

Mr. Smith and the  Company agree  tha t an annua l cap for the  UNS Electric PPFAC

is  not appropria te  a t this  time . We  gene ra lly agree  with Mr. Smith's  explana tions  in

his  S urre butta l Te s timony -.- pa ge s  53 through 54 - with re s pe ct to  why UNS

Electric should not have an annual cap on its  PPFAC .

Q- Wh a t is  Mr. S m ith ' s  p o s it io n  o n  "o th e r  a llo wa b le  c o s ts "  in c lu d e d  in  th e  UNS

Ele c tric 's  P P FAC?

Mr. Smith be lieves  tha t these  costs  should not be  recovered in the  Company's  PPFAC.

Q- How does Mr. Smith propose that these costs be recovered?

Mr. Smith s ta tes  tha t the  Company could request recovery of these  costs  in base  ra tes  and

tha t the y would be  tre a te d a s  a ny othe r utility ope ra ting e xpe nse s  tha t fluctua te  be twe e n

rate cases.

I Q . Doyou agree?

No. The se s  cos ts  a re  dire ctly re la te d to fue l a nd purcha se d powe r procure me nt, a nd a s

such, should be  include d in the  PPFAC. UNS Ele ctric ha s  not incurre d the se  cos ts  in the

pas t due  to its  full requirements  PPA. Waiting until the  next ra te  case  for recovery of these

costs  could put an unfa ir financia l burden on the  Company.

Q- Can the Company accurately forecast these costs?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

21

2 2

23

2 4

25

2 6

2 7

A. Not a ll of them. In re sponse  to S ta ffs  Da ta  Reques t No. STF 20.4, the  Company provided

a  forecas t of its  procurement, scheduling and management cos ts  a s  it would be  a lloca ted

from TEP 's  Whole s a le  Ene rgy group. This  group will pe rform a ll the  procure me nt a nd

scheduling functions  for TEP  and UNS Electric and will a lloca te  cos ts  in proportion to the

two companies ' loads . The  othe r cos ts  a re  case  or s itua tion dependent which TEP cannot

A.

A.

A.

3
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Page 339
1 It's correct that UNSOkay.

2

Q. (BY MS. SCOTT)

Electric has not incurred any of the other costs to date,

3 has it?

A.4 That is correct. Go ahead.

5 o

6

Q

A.

7

8

9

10

11

Did you want to clarify your response?

Yeah. Again, it's one of these complications

with -- we pretty much today, other than transmission,

purchase a bundled deal from Pinnacle West, which any of

these other costs are wrapped into that agreement. You

know, we could probably make some attempt to try to

unbundle them, but that's not the way we're billed so

1 2 that's

13

14

15

1 6 A.

1 7

1 8

19

Q. Okay. You would agree with me that the UNS

Electric PPFAC recommended by Staff is based on the PSA

that Staff recommended for APS; correct?

To the best of my understanding, yes.

Q. To the extent that APS incurs such other costs,

isn't it true that APS does not recover such other costs

in its PSA?

20 A.

21 to the affirmative.

22

23

24

I believe we answered that in the data request

Again, I think the complication we

have here is APS has been an ongoing entity that's

incurring costs on a routine basis, and UNS Electric is in

a situation that I don't think any of us have ever faced.

25 It's basically going to a zero supply picture at a point

UNS Electric/ Rates
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9/11/2007
Vol. II
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1 in time.

2

3

4

5 those costs.

And, you know, one of the issues with that is

that, you know, there are certain historic costs that just

aren't there. And I think in the company's view that

shouldn't mean that we don't have the ability to recover

So I think that's kind of where we come from

6 on this issue.

7

8

9

10

Q. Well, but you would agree with me that the other

cost category contains certain discrete costs, and

identifiable from the perspective that they f all into

broad groups of categories?

Yes.A.11

12 So in other words, you have got some credit

13

Uh-huh.

Q.

costs; correct?

A.14

15 Some legal costs go into that category; correct?Q.

A.16 Yes.

17 And brokers' fees?

18

Q.

A. Uh-huh.

19 Q. And there are probably other categories as well;

20 correct?

21 Yes.A.

22

23

24

25 A.

Q. And it is your understanding that with respect to

Aps, the Commission's order did not allow them to recover

those types of costs in its PSA mechanism; correct?

Yes.I

UNS Electric/ Rates
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1

2

3

4

A.5

6

7

8

Q. Okay. In fact, in the decision, at Page 107 in

the APS decision, you're aware that the Commission

specifically rejected a request by APS that broker fees be

recovered through the APS PSA. Are you aware of that?

I believe I have heard that, yes.

Q. And among the other costs that UniSource Electric

wants to charge to ratepayers through the PPFAC are

charges for TEP labor as well, correct?

A.9

10

11

12

That is correct.

Q. The amounts listed in the response to Staff

20.4.c -- do you have that up there -- for scheduling and

administration of wholesale purchases are for TEP labor,

13

A.14

15

16

A.17

aren't they?

Primarily, yes.

Q. Then, if you also look at your response to Staff

20.4.c, you show zero for 2007, correct?

Yes.

18 So hasn't any TBP labor been devoted to UniSource

19

20 A.

in the rate case.21

Q.

Electric power procurement in 2007?

I believe there's some costs that are allocated

These are kind of different types of

22 costs for scheduling and administration that we aren't

23 incurring today because we don't have to perform this

function.24 Pinnacle West is doing it under our full

25 requirements agreement.

I
I
I
I
I
I
I
I
I
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I1

2

3

So there may be some costs in our rate case.

believe there are, but another witness would probably be

better to ask that question related to other aspects of

This issue associated with4

5

6

wholesale marketing.

scheduling and whatnot is something that, frankly, we

aren't doing today and we have to start doing as of June 1

7

8

9

10

of next year.

Q. But you're still asking to include in the PPFAC

annually increasing amounts of TEP labor charges as part

of the other costs component; correct?

A.11

12 Q.

13

14

Yes, we are.

And then you're also asking the Commission to

approve in advance the inclusion of legal fees in the

PPFAC that would be recorded in Account 923, outside

15

A.16

17

18

Yes, we have requested that.

Q. And wouldn't you agree with me that Account 923,

outside services, is not a fuel or purchased power

account?19

A. That's correct.20

21 Q. It's a general and administrative expense

account?22

A.23

24

25

(No oral response.)

Q. And the company cannot even predict at this time,

can it, what level of legal fees might be charged to
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1 contract that they currently have?

2 A. Yes.

3

4

5 A.

Q. And that contract, as many have testified to, is

set to expire on May 31, 2008?

Yes.

6 And that's your understanding?

7

Q.

A. Yes.

•8 Q

9

10

11 A.

12

13

14

And so it's likely that the company is going to

be paying these credit costs to procure power and/or fuel

in the future; correct?

Again, they may.

Q. And every time it procures a certain amount of

purchased power or a certain amount of capacity, there's a

good possibility that they may incur these credit costs or

broker's fees; correct?15

16 A. Yes.

Okay.17

18

19

20 A.

21

22 concerned.

23

24

25

Q. And currently for UNS Electric, these

credit costs and broker's fees are not part of the base

fuel and purchased power rate; correct?

I really didn't look at that account to know what

they had incurred in the test year as far as that is

I can go as f at as to say that given they only

have one contract, and that's the Pinnacle West one, they

probably weren't significant, but I didn't examine that

account.
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1 Okay.

2

A.3

Q. To your knowledge, do you know if credit

costs are any component of base rates for UNS Electric?

Credit costs?

4 Q.

A.5 I don't know.

6

7

8

9

10

11

In terms of procuring fuel and purchased power.

But given my knowledge of the way

they operated during the test year, I don't see much

reason why there would be. But I didn't -- it wasn't an

area that I particularly audited.

Q. And your answer would probably be the same if I

asked you the same question regarding broker's fees;

corr@ct7

A.1 2 Yes.

13 MR. GELLMANZ May I have one moment, Your Honor?

14 ALJ WOLFE: Yes.

15

1 6 N o

17

18

(Brief pause.)

MR. GELLMAN: Thank you, Ms. Diaz Cortez.

further questions.

ALJ WOLFE:

19

20

21 MR. TORREY:

22 ALJ WOLFE:

Thank you, Mr. Gellman.

Mr. Torrey, I don't show in my notes whether I

asked Staff if Staff had any questions for this witness.

Not since I came in you haven't.

Do you have questions for this

witness?23

24 MR. TORREY: I just have one or two questions,

25 Your Honor.

I
I
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

considering that because they proposed including the costs

in the PPFAC.

Now, the only aspect about that that Staff

disagrees with is Staff thinks that the credit support

costs are more appropriately addressed as a normalized

operating expense item in base rates, that those shouldn't

be included in the PPFAC.

Q. You testified that there haven't been any of

those costs to date; correct?

A. That's what the company's told us in data

requests.

Q. Your testimony also indicates that those costs

are going to vary from year to year; is that correct?

A. I would expect them to vary from year to year.

We've asked the company to provide data on its estimates

for those costs. We've asked, I think, for 2007, 2008,

2009, and then for the first two years of the PPFAC.

And the only costs that the company was able to

estimate was the cost -- and this is in the response to, I

believe, Staff data request 20.4 -- was the additional

labor costs charged to UNS Electric for some TEP

scheduling of wholesale purchases. The company hasn't

been able to provide us with an estimate of credit costs,

broker's fees, or those other items.

Q- Had they provided that to you, would you have
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change once  the  full requirements  PPA expires .

Mr. Smith and the  Company agree  tha t an annua l cap for the  UNS Electric PPFAC

is  not appropria te  a t this  time . We  gene ra lly agree  with Mr. Smith's  explana tions  in

his  S urre butta l Te s timony -- pa ge s  53 through 54 - with  re s pe ct to  why UNS

Electric should not have  an annua l cap on its  PPFAC.

as

Wh a t is  Mr. S m ith ' s  p o s it io n  o n  "o th e r  a llo wa b le  c o s ts "  in c lu d e d  in  th e  UNS

Ele c tric 's P P FAC?

Mr. Smith be lieves  tha t these  costs  should not be  recovered in the  Company's  PPFAC.

How does Mr. Smith propose that these costs be recovered?

Mr. Smith states that the Company could request recovery of these costs in base rates and

that they would be treated as any other utility operating expenses that fluctuate between

rate cases.

1
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7 Q .
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16 Q.
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23 A.

24

25

26

27

Do you a gre e ?

No. The se s  cos ts  a re  dire ctly re la te d to fue l a nd purcha se d powe r procure me nt, a nd a s

such, should be  include d in the  PPFAC. UNS Ele ctric ha s  not incurre d the se  cos ts  in the

pas t due  to its  full requirements  PPA. Waiting until the  next ra te  case  for recovery of these

costs  could put an unfa ir financia l burden on the  Company.

Can the Company accurately forecas t thes e cos ts ?

Not a ll of them, In re sponse  to S ta ffs  Da ta  Reques t No. STF 20.4, the  Company provided

a  forecas t of its  procurement, scheduling and management cos ts  a s  it would be  a lloca ted

from TEP 's  Whole s a le  Ene rgy group. This  group will pe rform a ll die  procure me nt a nd

sche duling functions  for TEP  a nd UNS Ele ctric a nd will a lloca te  cos ts  in proportion to the

two companie s ' loads . The  othe r cos ts  a re  ca se  or s itua tion dependent which TEP cannot

3



1

2

es tima te  with any degree  of ce rta inty a t this  point.

Q- Wh a t h a s  Mr. S mith  re c o mme n d e d  fo r c h a n g e s  to  th e  "Oth e r Allo wa b le  Co s ts "

s ec tion of the  POA?

Mr. Smith recommends  tha t they be  s tricken and replaced with "None  without pre -approva l

from the  Commiss ion in an Orde r".

Q- Does the Company request any such pre-approval in this case?

Yes. Given that the Company has provided a forecast of the procurement, scheduling and

management fees in response to STF 20.4, the Company requests that recovery of these

costs be pre-approved in this Rate Case. The Company's response to STF 20.4 is attached

as Exhibit MJD-6.

Q, Has Mr. Smith made any additional changes to the POA filed by the Company?

Ye s . Mr. S mith provide d a  re d-line  of the  P OA file d by the  Compa ny. The  cha nge s  he

made  are  summarized be low:

Inte re s t ra te  cla rifica tion -

on the  firs t business  day of the  new year.

cla rifie s  tha t the  inte re s t ra te  sha ll be  adjus ted annua lly
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10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Commiss ion Approva l for unusua l e ve nt .- cla rifie s  tha t the  Compa ny would ne e d

Commiss ion approva l prior to amending the  Forward Component in the  ca se  of an

unus ua l e ve nt within the  P P FAC Ye a r a nd cla rifie s  tha t the  Commis s ion could

order recovery over such period as  the  Commission de termines appropria te .

Commis s ion De cis ion for ne w P P FAC ra te s  - a dds  la ngua ge  tha t a  Commis s ion

de cis ion, if ne ce s s a ry, would ne e d to occur prior to the  J une  l imple me nta tion of

new PPFAC ra tes .

Specific ca lcula tions  - should be  de te rmined upon review of illus tra tive  schedules .

Cre dit of whole sa le  re ve nue  .- the  POA indica te d 90% of whole sa le  re ve nue s  will

A.

A.

A.
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I
UNS  ELECTRIC, INC. 'S  RES P O NS ES  TO

S TAF F 'S  TWENTIETH S ET O F  DATA REQ UES TS
DOCKET n o .  E-04204A-06-0783

Augus t 21, 2007

S TF 20.4 Refer to Exhibit MJD-3, the UNS Electric, Inc. Purchased Power and Fuel
Adjustment Clause Plan of Administration filed with Mr. DeConcini's
rebuttal testimony. For each item of "Other Allowable Costs" on page ll,
provide the following information:

A complete description of UNS Electric's understanding of
whether such costs are included in the APS PSA upon which the
UNS Electric PPFAC was modeled? Include supporting
documents relied upon for your understanding.

A listing, by account,by calendar year (or portion of calendar
years 2003 through 2007), of the actual expenses incurred by UNS
EIectn'c for each item of "Other Allowable Costs" on page ll,
from the inception of ownership of UNS Electric in August 2003
through June 30, 2007.

A listing, by account, of the anticipated, estimated, and/or forecast
expenses incurred by UNS Electric for each item of "Other
Allowable Costs" on page ll, for each of the following periods:
(1) calendar 2007, (2) calendar 2008, (3) calendar 2009, (4)
calendar 2010, (5) June l, 2008 through May 31, 2009, and (6)
June 1, 2009 through May 31, 2010. Provide the Company's best
estimates. To the extent that the requested estimated or forecast
information is not available in exactly the form requested (by
FERC account), provide the best information the Company has,
and provide it in the form that the Company has it in.

RES P O NS E:

b.

c.

a.

a. .UNS Electric understands drat because Arizona Public Service
Company ("APS") had an existing PPFAC that was operational,
APS recovers the requested "Other Allowable Costs" in its base
rates, rather than in the PSA. However, UNS Electric is
transitioning 8'om a full requirements agreement into a supply
portfolio, and these costs will be incurred. Due to the full
requirements agreement, these costs were not in UNS Electric's
test-year, and therefore not in the base rates, but will be an actual
cost incurred related to replacing the hill requirements agreement.

These costs have not been incurred to date because UNS Electric
has been served under a full requirements Power Supply
Agreement with Pinnacle West Capital Corporation ("Pinnacle
West").

b.



UNS  ELECTRIC, INC.'S  RES P ONS ES  TO
S TAFF'S  TWENTIETH S ET OF DATA REQUES TS

DOCKET NO. E-04204A~06-0783
Augus t 21, 2007

Costs for scheduling/administration of wholesale purchases are as
follows: (1) for 2007 .. 30; (2> for 2008 - $259,368; (3) for 2009 ..
$2.73,563; (4) for 2010 - $281,783; (5) for June 1, 2008 through
May 31, 2009 - $268,783; and (6) for June 1, 2009 through May
31, 2010 - $276,978. These scheduling/administration costs could
either be accounted for in Account 555 (Purchased Power) or
FERC O&M Accounts depending on allocation methodology.
UNS Electric cannot anticipate the timing of legal or credit costs
with any certainty and none are included in the estimate above.
Legal fees and credit costs would continue to be recorded in FERC
Accounts 923 and431, respectively.

RES P ONDENT: David Hutchins

WITNESS : Michae l DeConcini

I

c.
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submitted by yourself in response to the questions asked

by the Staff?

A. Yes, I do.

Q. And those continue to be true and correct

responses in reply to the Staff questions; correct?

A. Yes.

Q. Let me refer you at this point to your rejoinder

testimony at Pages 4 and 5.

A. Okay.

Q. Your testimony is in your rejoinder testimony

that UNS Electric agrees with all of the changes to the

purchased power and fuel adjustment clause plan of

administration recommended by Staff witness Smith, with

the sole exception of the Staff's recommendation that the

company's proposed category of other allowable costs be

removed; is that correct?

A. Yes, it is.

Q. So it's fair to say that the one remaining issue

in dispute between the Staff and UNS Electric is whether

other allowable costs should be included in the PPFAC

mechanism or not?

A. That's correct.

Q. Qkay. And at Page 3, Line 23 of your rejoinder,

you do state, don't you, that the company cannot

accurately forecast such costs?
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Page 338
A.

Q.

Yes, I do.

Now, Exhibit MDC-6 to your rejoinder testimony is

a copy of the company's response to Staff data request

20.4; correct°
ALJ WOLFE: Just for the record, it's marked as

MJD-6.

ms. SCOTT: Okay. I'm sorry.

ALJ WOLFE: And some of the other testimony is

MR. PATTEN: Your Honor, I'm not sure that the

copy that the witness has has it attached to it, the

version that I have got We'll correct that, and I think

I've got a copy of it.

ALJ WOLFE: Okay. Let's just wait and let him

Because that should have it attached

get a copy.

(Brief pause.)

ALJ WOLFE: Do you have a copy of what's been

marked as Exhibit U-16, Mr. DeConcini, in front of you?

THE WITNESS: I do.

ALJ WOLFE:

to the back.

MR. PATTENZ

ALJ WOLFE:

MR. PATTEN:

THE WITNESS:

That's the copy that doesn't have it.

Oh, that's problematic.

Yeah.

I see it now. I have an alternate
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pass-through cost due to the f act that you have multiple

contracts and things that are in place under all of these

purchased power and fuel contracts. Unfold lunately, at

times we have situations where it may make sense for us to

go after a supplier or someone for -- you know, ultimately

for the benefit of the customer. Because if we earn some

recovery, that benefit is going to flow back through the

PPFAC and go to the customer.

These things aren't costs that are, you know,

typical and consistent, and that's why we propose -- you

know, we think that the right mechanism should be in place

that we have every incentive to go after those benefits

for our customers. And frankly, we don't agree that the

current way of recovering those costs provides the

appropriate incentive, and that's why we've proposed legal

costs be in the PPFAC.

Q. But you did agree with me a moment ago, correct,

that the outside services account is not a fuel or

purchased power account?

A. Yes, I did.

Q. Okay. And you cannot predict what level of legal

fees will be charged to ratepayers in the PPFAC; correct?

A. No, we can't.

Q- And, in f act, in response to Staff request

20.4.c, didn't you state that UNS Electric cannot
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S urrebutta l Testimony of Ra lph C. S mith
Docke t No. E-04204A-06-0783
Page 54

cos ts  to be  for pe riods  a lte r J une  l, 2008.15 We  do not know if impos ing a  4 mil a nnua l

ca p would pre ve nt UNS  Ele ctric  from time ly re cove ry of its  fue l a nd purcha s e d powe r

cos ts  a lte r J une  l, 2008 a nd re sult in la rge  de fe rra ls . The  purpose  of a  forwa rd looking

component in the  P P FAC, a s  recognized by the  Commiss ion in Decis ion No. 69663, is  to

ma ke  the  re cove ry of the  utility's  powe r cos ts  time lie r, the re by improving the  Compa ny's

cash flow. An annua l cap se t too low could de fea t tha t objective .

1
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11

Q-

A.

Does Staff recommend an annual cap for the UNS Electric PPFAC?

No, not a t this  time . With re spe ct to whe the r or not a n a nnua l ca p should be  impose d, I

ge ne ra lly a gre e  with the  obse rva tions  ma de  by Mr. De Concini on pa ge  14, line s  16-24 of

his  Rebutta l Tes timony:

12

13
14
15
16
17
18
19
20
21
22
23

"It is  understandable  tha t the  Commission applied a  cap to APS ' PSA as APS  has a
we ll-e s ta blis he d s ys te m  cons is ting of s ignifica nt s ta ble  cos t nucle a r a nd coa l
fa cilitie s . UNS  Ele ctric , on the  othe r ha nd, is  in the  proce s s  of a cquiring a nd
deve loping its  resource  requirements  and it would not be  appropria te  to force  a  cap
on the  P P FAC ra te  in this  pe riod of flux. A ca p could se nd the  wrong me ssa ge  to
ove r-e mpha s ize  s hort-te rm ra te  s ta bility a t the  de trime nt of wha t is  in the  be s t
long-te rm inte re s t of our cus tome rs . Tha t is ,  putting ca ps  a nd colla rs  for ra te
s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t ca n ne ga tive ly impa ct
both the  Company - making it a  riskie r inves tment - and its  cus tomers  - who have
to pay for those  cost de fe rra ls  eventua lly."

24

25

Conse que ntly, S ta ff doe s  not re comme nd imposing a n a nnua l ca p on the P P FAC during

wha t Mr. De Concini re fe rs  to a s  "this  pe riod of flux."

15 Information has been requested in Staff data requests set 20, but responses have not yet been received.
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S urrebutta l Tes timony of Ra lph C. S mith
Docke t No. E-04204A-06-0783
Page 54

cos ts  to be  for pe riods  a fte r J une  l, 2008.15 We  do not know if impos ing a  4 mil a nnua l

ca p would pre ve nt UNS  Ele ctric  from time ly re cove ry of its  fue l a nd purcha s e d powe r

cos ts  a lte r J une  1, 2008 a nd re sult in la rge  de fe rra ls . The  purpose  of a  forwa rd looking

compone nt in the  P P FAC, a s  re cognize d by the  Commiss ion in De cis ion No. 69663, is  to

ma ke  the  re cove ry of the  utility's  powe r cos ts  time lie r, the re by improving the  Compa ny's

cash flow. An annua l cap se t too low could de fea t tha t objective .

1
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Q-

A.

Do es  S ta ff reco mmen d  an  an n u a l cap  fo r th e  UNS  Elec tric  P P FAC?

No, not a t this  time . With re spe ct to whe the r or not a n a nnua l ca p should be  impose d, I

ge ne ra lly a gre e  with the  obse rva tions  ma de  by Mr. De Concini on pa ge  14, line s  16-24 of

his  Re butta l Te s timony:

12
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14

15

16
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18

19

20

21

22

23

"It is  understandable  tha t the  Commission applied a  cap to APS ' PSA as APS  has a
we ll-e s ta blis he d s ys te m  cons is ting of s ignifica nt s ta ble  cos t nucle a r a nd coa l
fa c ilitie s .  UNS  Ele c tric ,  on the  othe r ha nd, is  in  the  proce s s  of a cquiring a nd
deve loping its  resource  requirements  and it would not be  appropria te  to force  a  cap
on the  P P FAC ra te  in this  pe riod of flux. A ca p could se nd the  wrong me ssa ge  to
ove r-e mpha s ize  s hort-te rm ra te  s ta bility a t the  de trime nt of wha t is  in the  be s t
long-te rm inte re s t of our cus tome rs . Tha t is ,  putting ca ps  a nd colla rs  for ra te
s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t ca n ne ga tive ly impa ct
both the  Company -- making it a  riskie r investment ._ and its  customers  - who have
to pay for those  cost de fe rra ls  eventua lly."

24

25

Conse que ntly, S ta ff doe s  not re comme nd impos ing a n a nnua l ca p on the  P P FAC during

wha t Mr. De Concini re fe rs  to a s  "this  pe riod of flux."

is Information has been requested in Staff data requests set 20, but responses have not yet been received.
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S urrebutta l Testimony of Ra lph C. S mith
Docke t No. E-04204A-06-0783
Page 54

cos ts  to be  for pe riods  a fte r J une  l, 2008.15 We  do not know if impos ing a  4 mil a nnua l

ca p would pre ve nt UNS  Ele ctric  from time ly re cove ry of its  fue l a nd purcha s e d powe r

cos ts  a fte r J une  l, 2008 a nd re sult in la rge  de fe rra ls . The  purpose  of a  forwa rd looking

component in the  P P FAC, a s  recognized by the  Commiss ion in Decis ion No. 69663, is  to

ma ke  the  re cove ry of the  utility's  powe r cos ts  time lie r, the re by improving the  Compa ny's

cash flow. An annua l cap se t too low could de fea t tha t objective .

Q- Does Staff recommend an annual cap for the UNS Electric PPFAC?

1

2

3
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6
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A. No, not a t this  time . With re spe ct to whe the r or not a n a nnua l ca p should be  impose d, I

ge ne ra lly a gre e  with the  obse rva tions  ma de  by Mr. De Concini on pa ge  14, line s  16-24 of

his  Rebutta l Tes timony:

12
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15
16
17
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19
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21
22
23

"It is  understandable  tha t the  Commission applied a  cap to APS ' PSA as APS  has a
we ll-e s ta blis he d s ys te m  cons is ting of s ignifica nt s ta ble  cos t nucle a r a nd coa l
fa cilitie s . UNS  Ele ctric , on the  othe r ha nd, is  in the  proce s s  of a cquiring a nd
deve loping its  resource  requirements  and it would not be  appropria te  to force  a  cap
on the  P P FAC ra te  in this  pe riod of flux. A ca p could se nd the  wrong me ssa ge  to
ove r-e mpha s ize  s hort-te rm ra te  s ta bility a t the  de trime nt of wha t is  in the  be s t
long-te rm inte re s t of our cus tome rs . Tha t is ,  putting ca ps  a nd colla rs  for ra te
s ta bility in the  short-te rm ca n le a d to la rge  de fe rra ls  tha t ca n ne ga tive ly impa ct
both the  Company - making it a  riskie r investment -- and its  customers  - who have
to pay for those  cost de fe rra ls  eventua lly."

24

25

Conse que ntly, S ta ff doe s  not re comme nd impos ing a n a nnua l ca p on the  P P FAC during

wha t Mr. De Concini re fe rs  to a s  "this  pe riod of flux."

15 information has been requested in Staff data requests set 20, but responses have not yet been received.





Page 1152

BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3 DOCKET NO:
E-04204A-06-0783

4

5

6

7

)
)
)
)
>
)
)
)
)
)

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.8 )

)

Phoenix, Arizona

September 21, 2007

At:

Date:

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

9

10

11

12

13

14

15

16 VOLUME VII
(Pages 1152 through 1351)

17

18

19

20

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-148121

22 By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:

23

24

25

I
I
I
I
I
I
I
I
I

I
I
I
I
I
I

UNS Electric/ Rates
E-04204A-06-0783

9/21/2007
Vol. VII

E

.o
g

14

8

3I

g
3

155

g

Arizona Reporting Service, Inc.
Court Reporting & Videoconferencing Center

ez-remning.com (602) 274-9944
Phoenix



Page 1411
1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

where the forward component of the PPFAC would be limited

to 1 73 cents per kilowatt hour under the $7.50 gas price

scenario, and if you assume that gas prices actually moved

up to $9 and that our incurred costs were 2.98 cents as

reflected in Exhibit 43, the amount of deferred fuel and

purchased power costs that we would incur during that

first year beginning June of 2008, ending May of 2009, is

estimated at approximately $23 million.

That's a very large sum of money for the company

the size of UNS Electric. And just for context, you know,

we have a $45 million revolving credit facility in place

with a group of banks. However, 26 million of that has

already been borrowed and is outstanding currently. The

forecasts that we have provided in discovery in this case

indicate that we'll have about a $30 million balance by

year-end, which leaves about a $15 million available

revolving credit balance for us.

Now, our plans are to clean that balance up and

pay it off through a long-term note issuance next spring

or next summer in connection with our refinancing of the

$60 million of long-term notes, but we really don't have

any guarantee that that can happen. And as I mentioned

previously, one of the keys aspects of our being able to

finance on reasonable terms is the amount of base rate

relief that we're awarded in this case.

UNS Electric/ Rates
E-04204A-06-0783

10/2/2007
Vol. VIII
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1

2

3

So my recommendation in light of what Staff has

proposed here would be to defer a decision on what level

of price cap, if any, that would be applicable to our

PPFAC until we know what level of base rate relief we're4

5

6

awarded in this case and until we know what our borrowing

capacity and financial outlook looks like.

7

8

9

10

11

12

13

And then the other part of my recommendation

would be to indicate within that order that we would have

some type of circuit breaker mechanism so that if our cost

deferral balance reached a predetermined level, the

company would be able to come in and seek a price

adjustment on an expedited basis.

The term hard price cap, I believe, would give

our lenders and our trade creditors quite a bit of unease

And if we have a

14

15

16

in looking at our creditworthiness.

circuit breaker in there, I believe that would help to

ameliorate those concerns.17

18

19

20

Q. And the level of that circuit breaker is going to

be dependent on what rate relief you receive in this

general rate case?

A.21

22

23

24

25 We've got common equity

I believe it should take into account, yes, our

ability to finance, and that is a function of our base

rate relief. I mean, keep in mind that the company is

fairly small At year-end 2006, we had a total

capitalization of $140 million.

I
I
I
I

I
I
I
I
I
I
I
I
I
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IN THE MATTER OF THE AP P LICATION OF
UNS ELECTRIC, INC. FOR APPROVAL OF
THE ES TABLIS HMENT OF JUS T AND
REAS ONABLE RATES  AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE
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INC.

S TAFF'S  P OS T-HEARING BRIEF

1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

5
6 DOCKET no. E-04204A-06-0783

7

8

9

10

11 1.
Unisource Electric ("UNSE" or "Company") is a public utility that provides electric

E distribution service to approximately 93,000 customers in Arizona' The Company is requesting a

14 rate increase of $8.5 Million over test year revenues. This amounts to a 5.5% increase. The

15 Company intends to file another rate case wiMp the next year or two. Staff believes that $8.5

16 Million being requested by the Company is inflated, and Staff is proposing instead a rate increase of

17 $3.688 over test year revenues.

18 UNSE was formerly the Arizona electric distribution operations of Citizens Communications

19 Company ("Citizens"), before it was purchased by UniSource Energy in 2003. In addition to

20 purchasing die electric distribution assets of Citizens, it also purchased iirorn Citizens its gas

21 distribution assets.2

22 UNSE and UNS Gas are subsidiaries of UniSource Energy Services ("UES"). The stock of

23 UES is held by UniSource Energy, a holding company, whose principal subsidiary is Tucson Electric

24 Power Company ("TEP"), the second largest investor-owned generation and distribution utility in

25 Arizona.3 in 2006, UNSE accounted for about 12 percent of UniSource Energy's revenues and about

26 6 percent of its total assets.4

27

28

INTRO DUCTIO N.

1 David Parcel! Direct Test. (Ex. S-52) p. 12.
zId
3 David Parnell Direct Test. (Ex. S-52) at p. 12.
4ld.



l
provides an adjustment mechanism which allows UNSE to pass through purchased power and fuel

2
cost increases and/or savings relative to a base power supply rate through a surcharge or credit,252

The Company's current base power supply rate is $0.05l94/kWh established in Decision No. 59951

4
dated January 3, 1997.

5 .
Mr. Smith described the functioning of the current PPFAC in the following passage from his

6
direct testimony:

7
The current PPFAC functions in the following manner. The

8 Colnpany's actual fuel and purchased power costs (excluding demand
charges) are charged to a PPFAC Bank Balance. The turn of the base

9 power supply rate plus any PPFAC rate are multiplied by energy
consumption. The product of that multiplication, indicating the

10 Company's recovery of fuel and purchased power costs, is subtracted
from the PPFAC bank balance. When the PPFAC bank balance

11 reaches a predetermined threshold, UNS Electric must make a filing
with the Commission to propose a method to recover or return the bank

12 balance. The current PPFAC cannot be changed without Commission
approvaL253

13

14 Staff witness Smith presented testimony in this case which agreed that some changes to die

15 Company's PPFAC were warranted. In fact, Mr. Smith presented a copy of a red-lined version of

16 the APS Plan of Administration, revised for use for UNSE, which is presented in Attachment RCS-7

17 to Mr. Smith's surrebuttal testimony

18 Witness Smith took exception to a number of the Company's proposals. First, die Company

19 was and is still including inappropriate costs in its PPFAC most notably expenses for credit

20 support.254 Second, the Company was sponsoring changes to its PPFAC which would make it more

21 self effectuating and less subject to regulatory approvals and oversight.255 In addition, the Company

22 proposes to include the costs from FERC accounts 501, 547, 555 and 565 in its PPFAC. However,

23 for 2002 through 2006, the Company did not record any fuel expenses to these accounts. 256 UNSE

24

25

*a
J

2 6
"*id.

2 7 2"1d .a :p .72 .
25416,.

2 8 255Ra1ph Smith Direct Test. (Ex. s-56) p- 72.
256 Id. atp- 74.

40
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1

I
I
I

2
has typically recorded its purchased power costs to FERC Account 555.257 Nonetheless, all of these

accounts were essentially the same accounts that die APS PSA Plan of Administration covered.258

Other changes proposed by Mr. Smith to the Company's proposed PPFAC included: 1)

allowance of prudent direct costs of contracts it uses for hedging system fuel and purchased power

under its PPFAC, 2) inclusion of purchased energy expenses, however exclusion of capacity costs.259

A normalized level of purchased capacity costs are typically recovered in the utility's base rates. 260

Such dissimilar treatment as allowing purchased capacity costs to be recovered in the PPFAC while

the Company's own generation or transmission capacity costs are included in base rates is neither

appropriate or desirable.261 .

The  Com pa ny a nd S ta ff ha ve  be e n  a b le  to  com e  to  a gre e m e nt on  m os t a s pe c ts  o f the

Com pa ny's  P P FAC. The  Com pa ny ultim a te ly a cce pte d m a ny of Witne s s  S m ith 's  re vis ions  to  its

P P FAC. The  Compa ny a gre e s  with the  re vis ions  pre se nte d in Atta chme nt RCS -7 with the  e xce ption

of one aIea.262

The Company sti l l  wants to include the costs of credit support associated with fuel and

purchased power procurement and hedging in its PPFAC.263 Witness Smith testif ied that this is

3

4

5

6

7

.8

9

10

11

12

13

14

15

16

17

18

19

20
21

22

23

24

25 257[d

26 28 1ph Smith Direct Test. (Ex. s-56) at p- 75.

27

28
264 Ralph c. Smith Direct Test. (s-56) at p. 78.

ne ithe r re a s ona ble  or a ppropria te  nor is  it com m on indus try pra c tice  tha t s uch  cos ts  would  be

recorded in these  FERC accounts  and recovered through a  PPFAC mechanism.264

Fina lly, due  to la te -tile d informa tion by the  Compa ny re ga rding prospe ctive  ga s  price s , S ta ff

is  a lso recommending a  cap on the  P P FAC in orde r to prevent ra te  shock.

J
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IN THE MATTER OF THE INQUIRY INTO THE
FREQUENCY OF UNP LANNED OUTAGES
DURING 2005 AT P ALO VERDE NUCLEAR.
GENERATING S TATION, THE CAUS ES  OF THE
OUTAGES , THE P ROCUREMENT OF
REP LACEMENT P OWER AND THE IMP ACT OF
THE OUTAGES  ON ARIZONA P UBLIC
S ERVICE COMP ANY'S  CUS TOMERS .

DO C KE T n o . B-01345A-05_0826

IN THE MATTER OF THE AUDIT OF THE FUEL
AND PURCHASED POWER PRACTICES AND
COSTS OF THE ARIZONA PUBLIC SERVICE
COMP ANY.

DOCKET no. E-01345A-05-0827

NOTICE OF FILING

Arizona Corporation Commission Staff ("Staff") hereby Provides the revised Power Supply

Adjustment Plan of Administration in compliance with Decision No. 69663.

RBSPECTFULLY SUBMITTED this 30"'day ofJuly.2007.

6 8 5944 Q > /<,¢, @ , ,
Christopher C. Keeley, Chief Cou1f§el
Janet Wagner, Senior Staff Counsel
Charles Hairs, Attorney
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602) 542~3402
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The PSA Rate will consist of three components designed to provide for the recovery of actual,
prudently incurred fuel and purchased power costs. Those components are:

2. PSA Components

The old PSA used historical, experienced costs to set a PSA rate, and then reconciled subsequent
collections diereunder to actual costs, subject to a number of guidelines and limitations. By
contrast, the PSA described in Ms Plan of Administration ("POA") uses a forward-looking
estimate of fuel and purchased power costs to set a rate that is then reconciled to actual costs
experienced. This PSA retains the 90/10 sharing mechanism from the old PSA under which APS
absorbs 10 percent of the deviations between actual fuel and purchased power costs and the
amount recovered through base rates. The demand component of long-term purchased power
agreements (duration of three years or longer) acquired via a competitive procurement process
and renewable energy costs not recovered through other mechanisms are exempt from die 90/10
sharing. This PSA includes a limit of $0.004 per ldlowatt-hour (kph) on the amount the PSA
rate may change in any one year. This PSA defines the method for the refund or collection of
balances accrued under the old PSA, prior to its replacement by this PSA. This PSA also
provides a mechanism for mid-year rate adjustment in the event that conditions change
sufficiently to cause extraordinarily high balances to accrue under application of Mis PSA.

This document describes Me plan for administering the Power Supply Adjustment mechanism
("PSA") approved for Arizona Public Service Company ("APS") by the Commission on June 28,
2007 in Decision No. 69663. This PSA replaces the Power Supply Adjustment mechanism
approved in Decision No. 67744 ("the old PSA"). The PSA provides for the recovery of fuel and
purchased power costs, to the extent that actual fuel and purchased power costs deviate from the
amount recovered Harough APS' Base Cost of Fuel and Purchased Power($0.03249l per kph)
authorized in Decision No. 69663, from July 1, 2007 onward.

I. General Description

Table of Content5
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Docket no. E-01345A;05-0816
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l

D. Fuel purchase information shall include the following items:
1. Natural gas interstate pipeline costs, itemized by pipeline and by individual cost

components, such as reservation charge, usage, surcharges and fuel.
2. Natural gas commodity costs, categorized by short-term purchases (one month or less)

and longer term purchases, including price per diem, total cost, supply basin, and
volume by contract.

J uly 2007

a. Accounts

The allowable PSA costs include fuel and purchased power costs incurred to provide service to
retail customers. Additionally, the prudent direct costs of contracts used for hedging system fuel
and purchased power will be recovered under the PSA. The allowable cost components include
the following Federal Energy Regulatory Commission ("FERC") accounts:

Work papers and other documents that contain proprietary or confidential information will be
provided to the Commission Staff under an appropriate confidentiality agreement. APS will
keep fuel and purchased power invoices and contracts available for Commission review. The
Commission has the right to review the prudence of fuel and power purchases and any
calculations associated with the PSA at any time. Any costs flowed through the PSA are subject
to refund, if those costs are found to be imprudently incurred.

E. APS will also provide:
l. Monthly projections for the next l2~month period showing estimated (Over)/under-

collected amounts.
2. A summary of unplanned outage costs by resource type.
3. The data necessary to arrive at the System and Off-System Book Fuel and Purchased

Power cost reflected in the non-confidential filing.
4. The data necessary to arrive at die Native Load Energy Sales MWh reflected in die non#

confidential filing. .

9. Allowable Costs

C. Information on off-system sa les  sha ll include  the  following items:
1. An itemiza tion of off-system sa les  margins  per buyer.
2. Deta ils  on negative  off-system sa les margins.

Arizona Corporation Commission
Docket N0. E-01345A-05-0816

B. Information on power purchases shall include the following items per seller (information on
economy interchange purchases may be aggregated) :

l. The quantity purchased in Mwh.
2. The demand purchased in MW to the extent specified in the contract.
3. The total cost for demand to the extent specified in the contract.
4. The total cost of energy.

6 The  fue l cost pe r kph per month

501 Fuel (Steam)
518 Fuel (Nuclear) less ISPSI regula tory amortization

...:»<~.,

Staff Proposed Plan of Administration
Power Supply Adjustor Mechanism
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Decision No. 66567 provides APS the ability to recover reasonable and prudent costs associated
with customers who have left APS standard offer service, including special contract rates, for a
competitive generation supplier and then return to standard offer service. For administrative
purposes, customers who were direct access customers since origination of service and request
standard offer service would be considered to be returning customers. A direct assignment or
special adjustment may be applied that recognizes the cost differential between the power
purchases needed to accommodate the returning customer and the power supply cost component
of the otherwise applicable standard offer service rate. This process is described in the Returning
Customer Direct Access Charge rate schedule and associated Plan for Administration filed with
the Commission.

In addition, if APS purchases power under specific terms on behalf of a standard offer special
contract customer, the costs of that power may be directly assigned. In both cases, where specific
power supply costs are identified and directly assigned to a large returning customer or standard
offer special contract customer or group of customers, these costs will be excluded from the
Adjustor Rate calculations. Schedule E-36 customers are directly assigned power supply costs
based on the ANS system incremental cost at the time the customer is consuming power from the
APS system so their power supply costs are excluded Nom die PSA.

The se  a ccounts  a re  subje ct to cha nge  if the  Fe de ra l Ene rgy Re gula tory Commiss ion a lte rs  its
accounting requirements  or de finitions .

Additiona lly, broke r fe e s  re corde d in FERC a ccount 557 a re  a llowa ble  up to the  lim it s e t in
De cis ion No. 69633.

Arizona Corporation Commission
Docket no, E-01345A-05-0816

b. Directly Assignable Power Supply Costs Excluded

547 Fue l (Othe r P roduction)
555 Purchased Power
565 Whee ling (Transmiss ion of Electricity by Othe rs)

\v:_ ,*v.-_=»

Staff Proposed Plan of Administration
Power Supply Adjustor Mechanism

Page I IJuly 2007
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therefore, it would be premature to include the 90/10 sharing provision that was developed

for APS. in the  UNS Electric PPFAC at this  time

4 Q P le a se  de scribe  some  of the  diffe re nce s  be twe e n AP S ' a nd UNS  Ele ctric's  s itua tion

for fue l a nd purcha s e  powe r procure me nt tha t a re  be lie ve d to be  s ignifica nt with

respect to whether a 90/10 sharing mechanism should be impose d

APS owns a  substantia l and diversified mix of genera tion resources, including base  load

nuclear and coal units  with re la tive ly low and historica lly s table  fue l costs . APS is  subject

to fue l cost vola tility, primarily through its  exposure  to na tura l gas  and purchased power

price  fluctua tions , but not nea rly to the  degree  tha t UNS Electric would be  once  its  full

requirements contract expires

Unlike APS, which owns substantial generation, UNS Electric has been dependent upon a

full requirement Purchase  Power Agreement ("PPA"). Whe n tha t PPA e xpire s , UNS

Electric will have  to acquire  power to serve  its  load. Because  its  full requirements  PPA is

expiring, the UNS Electric's  fuel and purchase power costs after that contract expires may

be significantly different than they have been while  that PPA was in effect

Thus. unlike  the  APS situa tion. which was more  in the  na ture  of a  continuation of s imilar

circumstances  in te rms of tha t utility's  fue l and purchase  power procurement, the  UNS

Electric situation represents a  significant change once the full requirements PPA expires

More ove r, the re  is  no indica tion tha t UNS  Ele ctric would ha ve  the  s a me  de gre e  of

influence  and control over its  fue l and purchase  power costs  tha t APS may have  over its

powe r cos ts . For UNS  Ele ctric, the  powe r cos t in ba s e  ra te s  re fle cts  the  curre nt full

requirements  PPA. It is  proba bly unre a lis tic in UNS  Ele ctric's  s itua tion to ha ve  a n
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therefore, it would be premature to include the 90/10 sharing provision that was developed

for APS, in the  UNS Electric PPFAC at this  time.

Q. P le a se  de scribe  some  of the  diffe re nce s  be twe e n AP S ' a nd UNS  Ele ctric's  s itua tion

for fue l a nd purcha s e  powe r procure me nt tha t a re  be lie ve d to be  s ignifica nt with

respect to whether a 90/10 sharing mechanism should be impose d.

APS owns a  substantia l and diversified mix of genera tion resources, including base  load

nuclear and coal units  with re la tive ly low and his torica lly s table  fue l costs . APS is  subject

to fue l cost vola tility, primarily through its  exposure  to na tura l gas  and purchased power

price  fluctua tions , but not nea rly to the  degree  tha t UNS Electric would be  once  its  full

requirements contract expires.

Unlike APS, which owns substantial generation, UNS Electric has been dependent upon a

fill] requirement Purchase  Power Agreement ("PPA"). Whe n tha t PPA e xpire s , UNS

Electric will have  to acquire  power to serve  its  load. Because  its  full requirements  PPA is

expiring, the  UNS Electric's  fuel and purchase power costs after that contract expires may

be significantly different than they have been while  that PPA was in effect.
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Thus, unlike  the  APS situa tion, which was more  in the  na ture  of a  continuation of s imilar

circumstances  in te rms of tha t utility's  fue l and purchase  power procurement, the  UNS

Electric situation represents a  significant change once the iiull requirements PPA expires.

A.

More ove r, the re  is  no indica tion tha t UNS  Ele ctric would ha ve  the  s a me  de gre e  of

influence  and control over its  fue l and purchase  power costs  tha t APS may have  over its

powe r cos ts . For UNS  Ele ctric, the  powe r cos t in ba s e  ra te s  re fle cts  the  curre nt full

requirements  PPA. It is  proba bly unre a lis tic in UNS  Ele ctric's  s itua tion to ha ve  a n
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e xpe cta tion tha t the  Compa ny would be  a ble  to ke e p its  fue l a nd purcha s e  powe r cos ts

c los e  to  the  powe r cos ts  inc lude d  in  its  ba s e  ra te s ,  be ca us e  the  powe r procure m e nt

s itua tion a fte r Ma y 31, 2008 for this  utility would be  s ignifica ntly diffe re nt

It is  proba bly a ls o  unre a lis tic  to  be lie ve  tha t UNS  Ele c tnlc  would  a ntic ipa te  a  s im ila r

de gre e  of powe r cos t price  s ta bility tha n AP S  would ha ve , s ince  UNS  Ele ctric  doe s  not

ha ve  the  ba se  loa d nucle a r a nd coa l ge ne ra ting units  or othe r ge ne ra ting a sse ts  tha t AP S

owns . Curre ntly, UNS  Ele ctric owns  ve ry limite d ge ne ra tion

Consequently, S ta ff be lieves  tha t imposing the  AP S  90/10 sha ring mechanism on the  UNS

Ele c tric  P P FAC a t th is  tim e  a nd unde r s uch c ircum s ta nce s  would be  ina dvis a ble  a nd

unfa ir to UNS  Ele ctric a nd its  ra te pa ye rs

14 Q Under what circumstances could a 90/10 sharing provision in a PPFAC be unfair to

ra te p a ye rs

Unde r c ircum s ta nce s  whe re  powe r cos ts  ha ve  de cre a s e d due  to ge ne ra l powe r m a rke t

conditions , ra te pa ye rs  would not re ce ive  the  full a mount of cos t sa vings  produce d by such

ma rke t-re la te d price  de cline s . De priv ing  ra te pa ye rs  o f the  fu ll be ne fit o f powe r cos t

de cre a se s  tha t we re  outs ide  of the  control of the  utility a nd occur due  to ge ne ra l ma rke t

fluctua tions  seems unfa ir and inappropria te

22 Q Are  th e re  o th e r re a s o n s  wh y S ta ff d o e s  n o t fa vo r a  s h a rin g  m e c h a n is m  a t th is  t im e

fo r UNS  Ele c tric 's  P P FAC?

Ye s . S ta ff be lie ve s  tha t a n e ffe c tive  ince ntive  would by de finition be  s om e thing tha t

wou ld  m o tiva te  the  u tility to  do  s om e th ing  tha t it  wou ld  no t o the rwis e  do ,  o r to  do

some thing be tte r. S ta ff doe s  not be lie ve  tha t a  90/10 sha ring provis ion would ne ce ssa rily
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Q. Do you be lie ve  tha t the  P P FAC propose d by S ta ff fa irly ba la nce s  the  inte re s ts  of the

utility and its  ra tepaye rs  and provide s  adequa te  incentive  to the  company to seek the

most economica l sources  of fue l and purchased power?

Yes. Under the PPFAC proposed by Staff, UNS Electric does not receive any return on its

prudently incurred fue l and purchased power cos ts . S ta ff doe s  not be lie ve  tha t UNS

Electric would have  anything to ga in by not seeking out the  most economica l sources  of

fue l and purchased power. S ta ff be lie ve s  tha t its  propose d P P FAC, which include s

provis ions  for a  prude nce  re vie w, provide s  UNS  Ele ctric with a de qua te  ince ntive s  to

procure  re lia ble  s ource s  of fue l a nd e ne rgy a t re a s ona ble  price s , a nd to he dge  a n

appropriate  amount of fuel and purchased power to provide stability in price.

Q, Please discus s  the inclus ion of prudently incurred hedging cos ts  in the PPFAC.

Page 15 of the  S ta ff proposed P lan of Adminis tra tion for the  APS  PSA specifie s  tha t:

"Additiona lly, the  prude nt dire ct cos ts  of contra cts  use d for he dging sys te m fue l a nd

purchased power will be  recovered under the  PSA." be lieve  tha t a llowing UNS Electric

to recover prudent direct costs of contracts it uses for hedging system fuel and purchased

power under its  PPFAC would a lso be  appropria te . UNS Electric's  actua l hedging costs ,

like  its  powe r cos ts ,  s hou ld , o f cours e , be  s ub je c t to  re vie w fo r p rude nce  a nd

reasonableness.
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Q, Has  UNS Electric  propos ed to recover broker's  fees  in the PFPAC?

Yes . At page  15 of his  rebutta l te s timony, Mr. DeConcini proposes  to include  broke r's

fees, as well as credit costs and legal costs, in the PFPAC.

A.
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I
I
I

Q. Were broker's  fees  allowed to be included in the  APS PSA?

No. Decision No. 69663 sta tes  a t page  107 tha t: "APS has not demonstra ted any reason

why we should change the  costs  that are  a llowed to be  recovered in the  adjustor, and we

find tha t the  le ve l of broke r fe e s  tha t AP S  will colle ct in its  ba se  ra te s  is  re a sona ble .

Accordingly, the  broker fees  in excess  of the  leve l a lready included in base  ra tes  will not

flow through to the  adjustor." Footnote  61 on page 107 of Decision No. 69663 noted that:

"Staff continues to believe that broker fees are not allowable PSA costs."

Q- Since UNS Electric has not incurred the broker's fees and the types of "other costs"

in the past that Mr. DeConcini seeks to include in the PFPAC, what avenue would be

available to the Company to recover such future costs if they are not included in the

PFPAC?

If the fluctuations in those costs, along with the fluctuations in all of UNS Electric's other

non-PPFAC includable costs become significant, the Company could request recovery in

base rates. Basically, they would be treated as any other utility operating expenses that

fluctuate between rate cases.

Q- Ha s  UNS  Ele c tric  p rovide d  in fo rma tion  on  the  le ve ls  o f s uc h  "o the r c os ts " it is

expecting?

No. Such information has been requested in Staff data request set 20, but responses have

not yet been received.
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Q- Should the PPFAC be limited to expenses that are recorded in FERC accounts 501,

547, 555 and 565 and prudent hedging costs?

I
I
I

A.

A.

A.

A.

Yes. This  is  consis tent with Staff's  recommendation for UNS Electric and consis tent with

the  PSA for APS tha t was recommended by Staff, and appears  to be  consistent with the
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PSA for APS tha t was approved by the  Commission. The  FERC Accounts  501, 547, 555

and 565 tha t should be  included in the  PPFAC for UNS Electric a re  bas ica lly the  same

accounts  tha t the  P lan of Adminis tra tion included for recove ry by APS  unde r the  APS

psA.16

Mr. De Concini's  a tte mpt on Exhibit MJD-3, pa ge  11, to a dd a n a dditiona l ca te gory of

"other a llowable  cos ts" for inclus ion in the  PPFAC, and his  re la ted proposa l a t page  15,

lines  1-8 of his  rebutta l te s timony to include  broker's  fees , credit cos ts  and lega l fees  in

the PPFAC, should be rejected.

As shown on Attachment RCS-7, under item 9-B, "Other Allowable  Costs ," I have revised

this  provis ion of the  P la n of Adminis tra tion a ccordingly to re a d: "None  without pre -

approval from the  Commission in an Order."
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Q~ Wha t in te re s t ra te  s hould  be  a pplie d  to  the  monthly P P FAC ba nk ba la nce , a nd

wh e re  is  th e  a p p lic a b le  in te re s t ra te  a d d re s s e d  in  S ta ff's  p ro p o s e d  P la n  o f

Adminis tra tion?

S ta ff re comme nds  us ing a n inte re s t ra te , ba s e d on the  one -ye a r Nomina l Tre a s ury

Cons ta nt Ma turitie s  ra te  conta ine d in the  Fe de ra l Re se rve  S ta tis tica l Re le a se , H-15,

a pplie d e a ch month to the  pre vious  month's  ba la nce . This  is  e s s e ntia lly the  s a me

recommenda tion for the  canoing cos t ra te  tha t S ta ff proposed in the  APS PSA P lan of

Adminis tra tion.17 The  inte res t ra te  is  adjus ted annua lly on the  firs t bus iness  day of the

calendar year in the same manner as the customer deposit rate.

16 Page 15 of the APS Plan of Administration listed the accounts included for the APS PSA as these four FERC
accounts, and, for APS, also Account 518, Nuclear Fuel, UNS Electric does not have any nuclear generation and
does not record expense in Account 518.
17 See, e.g., Attachment RCS-4 (attached to my Direct Testimony), pages 10, ll and 13 of the Staff Proposed Plan of
Administration for APS.

A.
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Q, Pleas e  s ummarize  S ta fI's  recommendations  concerning the  deve lopment of a  new

PPFAC mechanis m for UNS Elec tric .

The  ne w P P FAC for UNS  Ele ctric s hould be  ba s e d upon the  P la n of Adminis tra tion

de ta iled in Attachment RCS-7 to my Surrebutta l Tes timony. This  ha s  been deve loped

along the  lines of the  APS PSA Plan of Administra tion tha t Staff proposed for the  APS in

Docket Nos., E-01345A-05-0816 e t a l. For the  reasons described in my testimony, Staffs

proposed Plan of Administra tion does not include an APS-type 90/10 sharing mechanism

or a  4 mill annua l cap. S ta ff's  recommended P lan of Adminis tra tion removes  an open-

e nde d provis ion for "othe r includible  cos ts " tha t Mr. De Concini ha d include d in his

E xh ib it MJ D-3  o n  p a g e  ll. S ta ff re comme nds  tha t the  includa ble  cos ts  should be

restricted to costs  included in the  following four FERC accounts: 501, 547, 555, and 565,

plus  the  prudent direct cos ts  of contracts  used for hedging sys tem fue l and purchased

powe r cos ts . The re  s hould be  no othe r cos ts  include d in the  ne w P P FAC. The  ne w

PPFAC for UNS Electric should become  e ffective  June  1, 2008, upon expira tion of the

Company's a ll requirements power contract with PWCC.

VII.
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A.

Q-

COMP ANY'S P ROP OS ED R ATE MAKING TR E ATME NT F O R  A NE W

P EAKING UNIT, BLACK MO UNTAIN G E NE RATING S TATIO N

As  a  re s u lt o f th e  UNS  Ele c tric  re b u tta l, h a s  th e  S ta ff re vis e d  its  o p p o s itio n  to

in c lu d in g  th e  Bla c k Mo u n ta in  Ge n e ra tin g  S ta tio n  ("BMGS ") in  ra te  b a s e  in  th e

current UNS Elec tric ra te  case?

No. Staff continues to believe that inclusion of BMGS in ra te  base  in the  current ra te  case

would be premature and inadvisable for several reasons.

A.
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Q, P le a s e  s umma rize  S ta ffs  re comme nda tions  conce rning the  de ve lopme nt of a  ne w

P P FAC me cha nism for UNS  Ele ctric.

The  ne w P P FAC for UNS  Ele ctric s hould be  ba s e d upon the  P la n of Adminis tra tion

de ta iled in Attachment RCS-7 to my Surrebutta l Tes timony. This  ha s  been deve loped

along the  lines of the  APS PSA Plan of Administra tion tha t S ta ff proposed for the  APS in

Docket Nos., E-01345A-05-0816 e t a l. For the  reasons described in my testimony, Staff's

proposed Plan of Administra tion does not include an APS-type 90/10 sharing mechanism

or a  4 mill annua l cap. S ta ff's  recommended P lan of Adminis tra tion removes  an open-

e nde d provis ion for "othe r includible  cos ts " tha t Mr. De Concini ha d include d in his

E xh ib it MJ D-3  o n  p a g e  ll. S ta ff re comme nds  tha t the  includa ble  cos ts  should be

restricted to costs  included in the  following four FERC accounts: 501, 547, 555, and 565,

plus  the  prudent direct cos ts  of contracts  used for hedging sys tem fue l and purchased

powe r cos ts . The re  s hould be  no othe r cos ts  include d in the  ne w P P FAC. The  ne w

PPFAC for UNS Electric should become  e ffective  June  1, 2008, upon expira tion of the

Company's a ll requirements power contract with PWCC.

VII.
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A.

Q.

COMP ANY'S P ROP OS ED R ATE MAKING TR E ATME NT F O R  A NE W

P E AKING UNIT, B LAC K MO UNTAIN GENERATING S TATION

As a  re s u lt o f th e  UNS  Ele c tric  re b u tta l, h a s  th e  S ta ff re vis e d  its  o p p o s itio n  to

in c lu d in g  th e  Bla c k Mo u n ta in  Ge n e ra tin g  S ta tio n  ("BMGS ") in  ra te  b a s e  in  th e

current UNS Elec tric  ra te case?

No. Staff continues to believe that inclusion of BMGS in ra te  base  in the  current ra te  case

would be premature and inadvisable for several reasons.

A.
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There  should be  an opportunity for an independent Commission review of prudence

and reasonableness in a ll a reas that drive  the  costs  collected under the  PPFAC. The

content of these reviews and the issues died address should be subject to examination

and comment by the  a ffected s takeholders . The  ultimate  purpose  of such reviews is

to enable  the  Commission to make  an informed de te rmina tion of what, if any, costs

re s ulte d  from ine ffe ctive  or imprude nt u tility pe rforma nce , a nd wha t, if a ny,

a djus tme nts  should be  ma de  to future  re cove rie s  a nd ove r wha t pe riods  of time .

S ta ff's  propose d P la n of Adminis tra tion provide s  for ve rifica tion a nd a udit of the

amounts charged through the  PPFAC as follows: "The amounts charged through the

PPFAC will be  subject to pe riodic audit to a ssure  the ir comple teness  and accuracy

and to assure  tha t a ll fue l and purchased power costs  were  incurred reasonably and

prudently. The Commission may, after notice  and opportunity for hearing, make such

adjustments to existing balances or to already recovered amounts as it finds necessary

to correct any accounting or ca lcula tion e rrors  or to address  any cos ts  found to be

unreasonable  or imprudent. Such adjus tments , with appropria te  inte re s t, sha ll be

recovered or re funded in the  True-Up Component for the  following year (i.e . s ta rting

the  next June  1.)" The  monthly compliance  reports  specified in Section 8 of S ta ff"s

proposed Plan of Administra tion should a lso be  helpful to the  Staff, Commission and

RUCO in monitoring the Company's PPFAC rate  and the costs.

The  PPFAC should provide  a  re liable  mechanism for a ssuring rea sonably prompt

recovery of prudent and reasonable  fue l and energy cos ts . Idea lly, a  we ll des igned

PPFAC would avoid s itua tions  where  de layed recovery of prudent and reasonable

fue l a nd e ne rgy cos ts  would ha ve  ma te ria l fina ncia l conse que nce s  (e .g., through

increased financing costs  or restra ints  on access to financia l resources). Put another

way, the PPFAC should, by providing for reasonably prompt recovery of prudent and

reasonable  fue l and energy costs , he lp to mainta in the  utility's  financia l benchmarks
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tha t promote  the  a bility to s e cure  fina ncing a t cos ts  fa vora ble  to cus tome rs . S ta ff's

P la n of Adminis tra tion provide s  for re cove ry of prude nt a nd re a s ona ble  fue l in two

compone nts , a  forwa rd compone nt a nd a  time -up compone nt, a s  de fine d in S e ction 3,

ove r a n a nnua l pe riod running from J une  1 through Ma y 31 of e a ch ye a r, with the  firs t

full P P FAC ye a r to be gin on J une  1, 2008. As  e xpla ine d a bove , S ta ff doe s  not fa vor

im pos ing a n  AP S -type  90/10 s ha ring provis ion or 4-m ill ca p  on the  UNS  Ele c tric

P P FAC a t this  time  for a  numbe r of re a sons , including tha t such provis ions  would be

contra ry to the  obje ctive  of providing a  re lia ble  me cha nis m for a s s uring re a s ona bly

prompt re cove ry of UNS  Ele ctric's  prude nt a nd re a sona ble  fue l a nd e ne rgy cos ts .

1 0

1 1 Q-

1 2 A.

13

1 4

1 5

1 6

Are  th e re  a n y o th e r c o n s id e ra tio n s  fo r th e  P P FAC?

Ye s . The  Com m is s ion m a y wa nt to  inc lude  a  provis ion de s igne d to  provide  the  utility

with a n ince ntive  to procure  fue l a nd purcha se d powe r a t the  lowe s t cos t cons is te nt with

providing re lia ble  e le ctric se rvice . Ince ntive  provis ions  ca n be  a ppropria te  unde r the  right

circumstances . Howeve r, a s  de scribed above , S ta ff does not re comme nd impos ing a  90/10

sha ring mechanism or a  4 mil annua l cap on the  UNS  Electric P P FAC a t this  time .

1 7

18 Q-

1 9
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2 1

22

23

24

25

26

A.

Are  the re  some  a spe cts  of the  de ta ile d de scriptions  in Mr. De Concini's  Exhibit MJT)-

3, S e ction 7  "Ca lcula tions " tha t a ppe a r to  be  ina ccura te  or incons is te nt with  the

PPFAC propose d by UNS Ele ctric?

Yes . For example , Exhibit MJD-3, Section 7 "Ca lcula tions ," item 2 unde r B on page  6,

and item 2 under C on page  6, each re fe r to 90 pe rcent of Off-System Sa les  Revenue .

Page  16, lines  20-21, of Mr. DeConcini's  rebutta l te s timony s ta te s  tha t: "Although UNS

Electric does  not anticipa te  substantia l short-te rm off-sys tem wholesa le  revenue , to the

extent they exist, UNS Electric will credit the  revenues to the  PPFAC." The  references to

90 percent in Exhibit MJD-3, Section 7, noted above, do not appear to be  consistent with
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1 Q- Could you expand upon these risks?

Ye s . As s uming tha t a  long-te rm purcha s e d powe r a gre e me nt is  s igne d a nd a pprove d

be twe e n UNS  Ele ctric  a nd UEDC for the  us e  a nd output of the  BMGS , the  a pplica tion of

ge ne ra lly a cce p te d  a ccounting  p rinc ip le s  ma y re qu ire  UNS  E le c tric  to  tre a t min imum

pa yme nts  unde r the  purcha s e d powe r a gre e me nt in a  ma nne r s imila r to long-te rm de bt or

ca pita l le a s e  pa yme nts . As  a  re s ult, the  Compa ny could be  re quire d to  re cord a  ca pita l

le a s e  obliga tion on its  ba la nce  s he e t, or in  the  a lte rna tive , to  cons olida te  the  re s ults  of

UEDC (a long with  its  pro je c t de bt) on  UNS  Ele c tric 's  fina nc ia l s ta te me nts . E ithe r wa y,

UNS  Ele c tric  could  e nd  up  with  a  la rge  de bt o r ca p ita l le a s e  ob liga tion  on  its  ba la nce

s he e t. In orde r to compe ns a te  for this  a dditiona l de bt le ve ra ge , the  Compa ny would ne e d

to incre a s e  its  e quity inve s tme nt in tra ns mis s ion a nd dis tribution fa cilitie s , the re by ra is ing

the  cos t of ca pita l on tha t pa rt of its  bus ine s s .

The s e  a ccounting ris ks  ma y be  a voide d if a  s hort or inte rme dia te  te rm purcha s e d powe r

a g re e m e n t is  s ig n e d  a n d  a p p ro ve d  b e twe e n  UNS  E le c tric  a n d  UE DC . Howe ve r,

a dditiona l re fina ncing ris k would be  home  by UNS  Ele ctric  a nd its  cus tome rs  unde r s uch

a  s ce na rio . S ince  long-te rm fina nc ing  could  not be  locke d-in  until UNS  Ele c tric  e ithe r

purcha s e s  the  fa c ility or s igns  a  ne w long-te rm purcha s e d powe r a gre e me nt, the  long-

te rm cos t of ca pa c ity from th is  fa c ility would  de pe nd on the  cos t of ca pita l obta ine d a t

s ome  future  point in time .
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Q. Do you have any further comments on the alternatives available to the Company?

Ye s . For the  re a s ons  outline d a bove  a nd de s cribe d furthe r be low, the  Compa ny be lie ve s

tha t the  purcha s e  of this  fa cility a nd a  pos t-te s t ye a r a djus tme nt to ra te  ba s e  re pre s e nts  the

be s t a lte rna tive  for UNS  Ele c tric  a nd its  cus tome rs . As  propos e d by the  Compa ny, th is

a d ju s tm e n t to  ra te  ba s e  will be  a c c om plis he d  th rough  a  ra te  re c la s s ific a tion  tha t is

initia lly re ve nue  ne utra l to  cus tome rs . S hould the  Commis s ion ins te a d pre fe r tha t UNS

A.

A.

6



1

2

Electric ente r into a  purchased power agreement for the  use  and output of this  facility, the

Company would endeavor to bring a  contract to the  Commiss ion for its  approva l prior to

June  2008. Amounts  pa id by UNS Electric unde r any such agreement would be  rea lized

in ra tes  in the  same manner as  any other purchased power agreement ente red into by the

Company.

111. FINANCIAL REALITIES.

Q- Why is it necessary to determine rate treatment for the BMGS in this proceeding?

UNS  Ele ctric is  a  re la tive ly sma ll compa ny with limite d fina ncia l re source s . The  ca pita l

ne e de d to purcha s e  this  fa cility, tota ling $60 million to $65 million, would incre a s e  the

Compa ny's  te s t ye a r ca pita liza tion by a pproxima te ly 50%. In  o rde r to  a ttra c t th is

additiona l capita l it will be  necessa ry to (i) provide  lenders  with a  reasonable  assurance  of

re pa yme nt, (ii) provide  UNS Ele ctric with a  re a sona ble  a s sura nce  tha t it will continue  to

me e t the  minimum fina ncia l ra tios  conta ine d in the  Compa ny's  cre dit a gre e me nts , a nd

(iii) provide  UNS  Ele ctric with a n opportunity to e a rn a  re a s ona ble  re turn on inve s te d

e quity ca pita l. Abs e nt a pprova l on e xpe cte d ra te  tre a tme nt, UNS  Ele ctric could not

reasonably assure  tha t any of the  above  three  objectives  would be  rea lized, so it would be

financia lly imprudent for UNS Electric to purchase  this  gene ra ting facility.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

21

22

23

2 4

25

2 6

2 7

Q- Is regulatory lag one of the key concerns for UNS Electric?

Yes , it is . The  lag time  be tween cons truction outlays , commercia l ope ra tion and the  ra te

recognition of new genera ting facilitie s  can be  quite  long if a  pos t-te s t yea r adjus tment to

ra te  ba se  is  not a llowe d. For e xa mple , initia l pa yme nts  towa rd the  purcha se  of the  two

LM 6000 combus tion turbine s  have  a lready been made  by UEDC. S ince  the se  units  a re

not scheduled for comple tion until the  second quarte r of 2008, a  tes t year ending June  30,

2008 would ha ve  to be  use d in orde r to ge t the  full cos t of the se  units  into ra te s  on a n

A.

A.

7



1 historical test year basis . Allowing five months for rate  case preparation, and another

thirteen months for rate case review and hearings, new rates reflecting the full cost of the

turbines would not be effective until January 2010. From a financial perspective, UNS

Electric cannot wait until 2010 for rate  recovery on a project of this size. In light of this

potential outcome, as well as the borrowing constraints faced by UNS Electric, a decision

was made to develop the peaking facility project at UEDC.

Q. Will other aspects of this rate case have an impact on UNS Electric's ability to

purchase the BMGS?

Yes. The outcome of this rate case will have profound effect on the Company's financial

outlook and credit profile. Since the availability of debt and equity capital for new plant

investments will ultimately depend on the perceived creditworthiness of UNS Electric

and the opportunity to earn a reasonable return on invested equity capital, the Company

will not be  in a  position to acquire  additional generating facilities  until a  final order is

issued in this proceeding. Assuming a final order is issued by the first quarter of 2008,

and is supportive of the Company's overall rate request and the proposed post-test year

adjustment to rate base, then UNS Electric should be in a position to purchase the 90 MW

peaking facility from UEDC and potentia lly acquire  additional generating facilities  as

opportunities arise.

IV. LONG-TERM BENEFITS OF OWNING GENERATION.

Q, What long-term benefits would be realized by UNS Electric and its customers if the

Company is able to acquire additional generating facilities?
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A. As described in Mr. DeConcini's Direct Testimony, the Company would immediately

realize certain operating benefits. In addition to these benefits, the Company's internal

cash flow should improve as a result of placing new plant investments into rate base.

A.
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Additiona lly, it is  a s sume d tha t the  fa cility is  de pre cia te d for book purpose s  ove r a  40

ye a r pe riod a nd is  fina nce d with the  s a me  mix a nd cos t of ca pita l a s  re fle cte d in UNS

Electric's  ra te  reques t

Exh ib it KP L-1  p ro vid e s  a  s u mma ry ca lcu la tio n  o f th e  a n n u a l n o n -fUe l re ve n u e

re quire me nt re s ulting from ra te  ba s e  tre a tme nt of the  fa cility. S ince  it is  a s s ume d tha t

fue l cos ts  a re  passed on to cus tomers  in the  same  pe riod fue l cos ts  a re  incurred, no fue l

e xpe ns e  or re la te d powe r s upply re ve nue s  a re  include d in this  e xhibit. Exhibit KP L-2

s umma rize s  the  proje cte d impa ct of the  ge ne ra ting fa cility on the  utility's  income  a nd

ca s h flow. P a ge  l of th is  e xhibit a s s ume s  tha t the  fa cility is  p la ce d in to  ra te  ba s e

immedia te ly upon commercia l opera tion, while  page  2 assumes tha t no non-fUel revenue

requirements are  passed on to customers until 201 l

As  seen on the  summary graphs  on pages  3 and 4 of Exhibit KPL-2, ope ra ting cash flow

and ne t income  a re  pos itive ly impacted if a ll or most of the  non-fue l revenue  requirement

is  re fle cte d in ra te s  a t the  time  of comme rcia l ope ra tion. The  firs t full ye a r of ope ra tion

a dds  a ppro>dma te ly $6 million to utility ope ra ting ca s h flows  a nd a pproxima te ly $3

million to ne t income . Howe ve r, if ra te s  a re  not a djus te d on a  time ly ba s is , no ma te ria l

change  in opera ting cash flow occurs  despite  having an additiona l $60 million of debt and

e quity ca pita l. The  firs t fu ll ye a r re duction  to  ne t income  unde r th is  s ce na rio  is

approxima te ly $3 million. For a  company the  s ize  of UNS Electric, which ha s  foreca s ted

ne t income  of only $7 million pe r ye a r, it is  obvious  tha t time ly ra te  re cognition is  a

ma tte r of grea t importance . It is  a lso readily appa rent tha t ra te  ba se  tre a tment of owned

ge ne ra tion would provide  UNS  Ele ctric with a  s ignifica nt source  of inte rna lly ge ne ra te d

fu n d s  th a t wo u ld  imp ro ve  th e  Co mp a n y's  c re d it p ro file  a n d  its  a b ility to  fu n d

transmiss ion and dis tribution projects
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BMGS  whe n UEDC could ra is e  the  ca pita l to cons truct the  pla nt", a s  Mr. S mith s ta te s  in

his  Dire ct Te s timony on pa ge  91, a t line s  4 through 8, Wha t S ta ff doe s  not a ppe a r to

unde rs ta nd is  tha t - if UEDC owns  BMGS  - UEDC could immedia te ly be gin to re cove r

non-fue l cos ts  by re ce iving de ma nd cha rge s  unde r a whole s a le  purcha s e d powe r

agreement. The  a b ility to  be g in  imme dia te  cos t re cove ry p rovide s  UEDC with  a n

a dva nta ge  in te rms  of fina ncing BMGS . Without imme dia te  cos t re cove ry, UNS  Ele ctric

could a tte mpt to fina nce  the  purcha se  of BMGS . Howe ve r, UNS  Ele ctric's  sma ll s ize  a nd

unfa vora ble  ca s h flow pos ition would ma ke  it difficult to a cce s s  the  ca pita l ma rke ts  on

favorable  te rms

Cash Flow Impact of Rate Reclassification

S ta ff is  uncle a r of how UNS  Ele ctric's  propos e d "re ve nue  ne utra l" ra te  re cla s s ifica tion

would re sult in a  subs ta ntia l improve me nt in the  Compa ny's  ca sh flow, a s  s ta te d in Mr

Smith's  Direct Tes timony a t page  91, lines  16 though 18. Mr. Radigan a lso a lludes  to this

s pe cific propos a l in his  Dire ct Te s timony at page 26. Initia lly, the  ra te  re cla s s ifica tion

will be  re ve nue  ne utra l to ra te pa ye rs . Howe ve r, by moving a pproxima te ly $10 million

out of the  base  power supply ra te  and into the  Company's  de live ry cha rge , UNS Electric

will have  a  reasonable  opportunity to cam a  re turn on this  subs tantia l inves tment. Tha t is

because  the  revenues  produced by a  power supply ra te  a re  reconcilable  aga ins t iiue l and

purchased power costs , whereas  the  Company's  de livery charges a re  not reconcilable  and

a re  re ta ined for non-fue l cos t recove ry. This  in turn a llows  the  Company to a m a  curre nt

ra te  of re turn on the  a s se t a nd prote cts  cus tome rs  a ga ins t a  highe r ra te  incre a se  in the

future  if costs  a re  deferred or under-recovered. Based on the  Company's  changes to UNS

Electric's  power supply portfolio and the  proposed PPFAC mechanism, the  actua l amount

of re ve nue s  to re colle cte d by the  Compa ny a fte r J une  2008 will de pe nd on the  a ctua l

cos t of fue l, purcha s e d powe r a nd tra ns mis s ion whe e ling s e rvice s  purcha s e d by UNS

Electric to se rve  its  cus tomers



addition, the  Commiss ion s till ha s  the  authority to review of cons truction cos ts  to ensure

they are  prudent in the  next ra te  case .

Ma tc h in g  p rin c ip a l.

The  Company's  ra te  recla ss ifica tion proposa l is  de s igned to e xa ctly ma tch the  timing of

ra te  re cove ry with purcha se d powe r cos t a voida nce . The  e ffe ct of this  pos t-te s t-ye a r

a djus tme nt is  to  a dd a pproxima te ly $10 million to  the  Compa ny's  non-fue l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba se  powe r supply ra te . If UNS  Ele ctric a cquire s  BMGS , it ca n

re duce  the  ba se  powe r supply ra te  be ca use  the  Compa ny will (1) a void buying up to 90

MW of whole sa le  marke t capacity; (2) have  a  la rge  portion of required ancilla ry se rvice s ;

a nd (3) ha ve  a  s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to BMGS '

loca tion. Aga in , the  p la n t would  s e rve  e xis ting  cus tome rs , pa rticu la rly g ive n  the

e xpira tion of the  P WCC contra ct a t the  e nd of Ma y 2008; BMGS is  no t a

e nha nce r" to s imply a ddre s s  iiuture  growth a s  RUCO s e e ms  to s ugge s t without a ny

support. So, this  is  a  ca se  whe re  abiding by RUCO's  s trict inte rpre ta tion of the  ma tching

principle  would mean the  Company and its  cus tomers  would miss  out on the  opportunity

to obta in both financia l and opera tiona l benefits  from ra te  bas ing BMGS.

"revenue

1
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1 9

20

2 1

22

2 3

24

2 5

26

2 7

Historical test year principal.

The  P WCC contra ct, which  curre n tly s upplie s  ne a rly a ll o f UNS  Ele ctric 's  e ne rgy

requirements , did not expire  during the  te s t yea r. The  PWCC contract expire s  on May 3 l,

2008 a nd UNS Ele ctric mus t be gin procuring e ne rgy or ge ne ra tion now to supply ne a rly

a ll of its  cus tomers ' ene rgy demand beginning June  l, 2008. UNS Electric does  not have

the  luxury of wa iting  until 2010 for non-fue l cos t re cove ry for a n  a s s e t tha t would

1 1
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loca tion be ne fits  by be ing built in  UNS  Ele ctric 's  loa d a re a  minimizing

transmission costs and enhancing system reliability and connection to dual pipeline

systems for fuel supply redundancy.

Mr. Micha e l J . De Concini de s cribe s  the  ope ra ting be ne fits  UNS  Ele ctric will re ce ive  by

owning BMGS in his  Direct and Rebutta l Tes timonie s .

Q. Does Staffs recommendation that UNS Electric should apply for deferred accounting

treatment for BMGS solve the problems you describe?

No. De fe rre d a ccounting tre a tme nt would not provide  UNS  Ele ctric with s ufficie nt ca s h

flows  to s upport the  BMGS ' e s tima te d cos t of $60 million to $65 million. Give n the  s ize

of the  BMGS  inve s tme nt re la tive  to UNS  EIe ctn'c's  Origina l Cos t Ra te  Ba se  ("OCRB") of

$141 million, a nd the  looming ma turity of a ll $60 million of the  Compa ny's  outs ta nding

long-te rm de bt in Augus t 2008, the  only re a lis tic option is  to re que s t a  pos t-te s t-ye a r

adjustment to ra te  base  and corresponding ra te  reclassifica tion.

Q. Do you have any other concerns about deferred accounting treatment?
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A. Yes. S ta ff is  me re ly re comme nding tha t the  Compa ny apply for de fe rre d a ccounting

trea tment. The re  is  no  a s s ura nce , howe ve r, tha t UNS  Ele ctric 's  inve s tme nt will be

a pprove d into ra te  ba s e  in a  future  proce e ding. This  me a ns  the  Compa ny s till be a rs

subs ta ntia l risk until a  de cis ion is  re nde re d a bout BMGS . The  Compa ny ca nnot ta ke  the

risk tha t BMGS could be  found imprudent in UNS Electric's  next ra te  ca se  even though a ll

the  e vide nce  s hows  tha t BMGS  is  a  prude nt a nd e conomica l inve s tme nt. Als o, if the

economic bene fits  of owning BMGS a re  subject to ques tioning in a  future  ra te  proceeding,

the  Company may not be  able  to book any defe rra ls  for financia l reporting purposes  even if

an accounting order is  granted.

A.

6
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Q- Does UNS Electn'c agree with RUCO's recommendation regarding a short-term

purchased power agreement between UNS Electric and UEDC?

No. A s hort-te rm purcha s e d powe r a gre e me nt would e xpos e  UNS  Ele ctric a nd its

cus tome rs  to re fina ncing ris ks . A s hort-te rm purcha s e d powe r a gre e me nt would not

a llow UNS  Ele ctric  to  lock-in  long-te rm fina ncing , the re fore , the  long-te rm cos t of

ca pa city from this  fa cility would de pe nd on the  cos t of ca pita l obta ine d a t some  point in

the  future . P urcha s ing BMGS  now would e na ble  the  Compa ny to  s e cure  long-te rm

financing and e limina te  future  re financing risk. Ownership of gene ra tion contribute s  to a

s ta b le  a nd  de c lin ing  non-fue l re ve nue  re qu ire me n t re la tive  to  purcha s e d  powe r

agreements  ove r the  long-run. As  s hown in  Exhibit KP L-3 in  my Dire ct Te s timony,

owning BMGS  provide s  long-te rm fina ncia l be ne fits  a nd is  in the  public inte re s t. The

cos t of owning BMGS  is  a pproxima te ly $12 million le s s  tha n a  purcha se d powe r option

on a net present value basis.

Q. Does this conclude your testimony?
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I
I

replacement power at market prices at the end of each contract period. In order to ensure

a valid comparison with the ownership scenario, the purchased power scenario assumes

that full dispatch rights for the peaking capacity are conveyed to the purchaser.

As illustrated in Exhibit KPL-3, the cross-over point when ownership becomes less costly

than a comparable purchased power contract is reached in 2015. Additionally, the cost of

ownership is approximately $12 million less than the purchased power option on a net

present value basis when discounted at a 9.89% cost of capital. If lower discount rates

are applied, the net present value savings associated with ownership are even higher. Of

course, actual demand charges under a purchased power agreement will vary by type of

unit and location, and will be heavily influenced by regional supply and demand factors

over time. However, the point to be made is that ownership of generation contributes to a

stable and declining non-fuel revenue requirement relative to purchased power over the

long-run.

Q- From a long-term rate perspective, does it make sense for UNS Electric to pursue

ownership of additional generating resources?

Yes it does, for the reasons discussed above.

v . REQUESTED FINANCING AUTHORITY.

I
I
I
I
I
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Q. What financing authority is needed by UNS Electric to purchase the BMGS?

In order to finance the $60 million to $65 million purchase price, UNS Electric will need

to raise a like amount of debt and equity capital. Specifically, the Company is seeking

authority to issue up to $40 million of new debt securities, and to receive up to $40

million of additional equity contributions from UNS Electric's parent company, over and

above any contributions that could otherwise be made under Commission rules and

A.

A.

1 4
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1 Q Do the revenue requirements for owned generation differ from the revenue

requirements for purchased power contracts and long-term lease agreements

Ye s . Typica lly the  ra te  ba se  tre a tme nt of owne d ge ne ra tion re sults  in a  highe r re ve nue

re quire me nt during the  e a rly ye a rs  of a  ge ne ra ting fa cility's  us e ful life . Ove r time

howe ve r, the  cumula tive  e ffe cts  of de pre cia tion e xpe nse  a nd de fe rre d income  ta xe s  on

ra te  base  will reduce  the  Company's  revenue  requirement for owned genera ting capacity

thus  crea ting a  cos t advantage  re la tive  to a  long-te rm purchased power contract or lease

agreement. The  e xa mple  cite d e a rlie r for a  90 MW pe a king fa cility ca n be  us e d to

illus tra te  this  point

As  se e n on Exhibit KPL-1, the  proje cte d non-fue l re ve nue  re quire me nt for a  $60 million

pe a king fa cility de cre a se s  from a pproxima te ly $10 million in 2009 to $8 million in 2018

S ubs e que nt ye a r re ve nue  re quire me nts  a ls o de cre a s e  ove r time  due  to  continue d

de pre cia tion of the  initia l 860 million inve s tme nt. In contra s t, the  de ma nd cha rge s  or

le a se  pa yme nts  for .a  s imila r pe a king fa cility ca n be  le ve lize d or e ve n ba ck-e nd loa de d

ove r time . This  de fe rra l of ca pita l re cove ry ca n cre a te  a  short-te rm cos t a dva nta ge  for

purchased power or le a s ing in the  ea rly yea rs  of plant ope ra tion. Howeve r, a  cross -ove r

point is  eventua lly reached whe re  the  revenue  requirement a ssocia ted with ownership is

lowe r tha n the  cos t of pa ying de ma nd cha rge s  or le a s e  pa yme nts  on a  compa ra ble

ge ne ra ting fa cility

Exhibit KPL-3 provides  a  comparison of the  non-fue l revenue  requirements  for a  90 MW

pe a king fa cility with a  purcha se d powe r contra ct ha ving a n 'initia l de ma nd cha rge  of $7

pe r kW pe r month  a nd  e s ca la ting  a t 2% pe r ye a r. As  ma y be  s e e n, the  re ve nue

re quire me nts  a s s ocia te d with owne rs hip de cline  ove r time , whe re a s  the  cos t of the

This  a s s ume d e s ca la tion re fle cts  a npurcha s e d powe r contra ct incre a s e s  ove r time .

expected increa se  in whole sa le  capacity cos ts  ove r time , a s  we ll a s  the  need to procure

1 3
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1

2
r \

3

4

5

6

specific re lie f reques ted. Mr. La rson for UNS Electric provides  subs tantia l evidence  a s  to

why the  Company's  proposa l makes good economic sense . Additionally, the  Company has

committe d to limit the  purcha s e  price  to the  a ctua l cos t of cons truction tha t UniS ource

Ene rgy De ve lopme nt Corpora tion ("UEDC") .- a n a ffilia te  of UNS Ele ctric .- incurs . Mos t

importa ntly, UEDC is  de ve loping BMGS  spe cifica lly for the  ne e ds  of UNS  Ele ctric. The

Pa rtie s  have been &he  a nd a re  s till fre e  to e xplore any concerns  they have .. a nd the

7 e vide nce  UNS  Ele ctric  put forth

8

9

10

regarding the cost-based purchase price and the

economics of UNS Electric acquiring BMGS relative to alternative power supply

arrangements in this proceeding. The Company also agrees to allow the Parties to review

and evaluate the prudence of construction costs in the Company's next rate case. But no

Party asserts the $60 million figure the Company requests is an over estimation of

4
i
I

1 1

12

13

I
I
I

I
I
I "f

E

g

l

1 4

construction costs. Because the Company is limiting its post-test-year adjustment request

to $60 million in this rate case, and because this value represents the minimum cost

estimate for BMGS, it is extremely unlikely that a subsequent construction cost review

would result in a prudent project cost lower than $60 million.15

16

17 Q.

1
I

18

19

20

21

22

23

24

25

26

A.

Will a short-term PPA, as recommended by RUCO, provide an acceptable solution to

UNS Electric?

No. A short-term PPA is a short-sighted solution. First, there are differences in PPA and

ownership cost structures. PPAs are typically designed with escalators in the capacity

charges so that costs are lower at the beginning but increase over time. On the other hand,

rate base treatment causes the fixed cost recovery to decline over time. Mr. Larson

explained this treatment in his Direct Testimony at pages 13 through 14, and in his Exhibit

KPL-3. If the short-term capacity market is lower than the early year rate-base cost of

BMGS, then the Company would lose this difference with no chance to recover it once

BMGS was put into rates at lower cost a few years later. Conversely, if short-term
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1

2

3

4

5

6

7

Dire ct Te s timony on pa ge  89 a t line s  10 though 12, "[t]he re  is  unce rta inty re ga rding

whe the r it would be  e conomica l for UNS Ele ctric a nd its  ra te pa ye rs  for the  utility to own

the  pla nt or to obta in powe r by some  othe r me thod." Mr. S mith doe s  not de scribe  wha t

he  thinks  thos e  unce rta intie s  a re . Howe ve r, I pointe d out in my Dire ct Te s timony a nd

s howe d in s e ve ra l e xhibits  tha t UNS  Ele ctric a nd its  cus tome rs  will re a lize  nume rous

ope ra ting a nd fina ncia l be ne fits  if the  Compa ny owns  BMGS . And Mr. S mith did not

substantia lly re liute  those  benefits . I will re ite ra te  these  benefits  be low:

8
I

9 1 . Financ ia l Bene fits .

10

11

1 2

1 3

1 4

15

16

17

Ra te  ba se  tre a tme nt of BMGS will improve  UNS Ele ctric's  ca sh flow. This  is  be ca use  of

the  re tu rn  a llowe d  on  the  o rig ina l cos t o f the  inve s tme nt, the  ra te  re cogn ition  o f

de pre cia tion, a nd by us ing a cce le ra te d ta x de pre cia tion for UNS  Ele ctric's  income  ta x

filings . The  improvement in cash flow would benefit the  Company and its  cus tomers  by:

Providing anothe r source  of funding for transmiss ion and dis tribution projects ,

Improving the  cre dit profile  of UNS Ele ctric, a nd

Allowing the  Company to a ttract financing on more  reasonable  te rms.

18

19 Also, on pa ge  1 of Exhibit KP L-2 of my Dire ct Te s timony, I showe d the  be ne fits  of ra te

20

2 1

ba s ing BMGS  upon comme rcia l ope ra tion ve rsus  wa iting until a  subse que nt ra te  ca se

(Ag. in 2011). Als o, a s  dis cus s e d in the  Re butta l Te s timony of Mr. Ke nton C. Gra nt,

22

23

24

25

UNS  Ele ctric's  ca s h flows  a re  proje cte d to improve  s ignifica ntly if BMGS  is  a dde d to

ra te  ba s e  in 20081. Highe r ca s h  flows  a llow the  Compa ny to  fina nce  more  of its

tra ns mis s ion a nd dis tribution inve s tme nts  with inte rna l funds . Unde r S ta ffs  propos a l,

which re fle cts  a  de fe rre d a ccounting orde r for BMGS , the re  is  a  proje cte d de cre a se  in

26

27
1 See page 1 of Exhibit KCG-13 fUNS Electric witness Kenton C. Grant's rebuttal testimony.
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ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET NO. E-04204A-06-0783

August 1, 2007

1.2 Mr. Taylor* for Staff notes - in his Engineering Report (June 15, 2007)
at Page .11 that was attached to his June 28, 2007 Direct Testimony - that
"UNS Electric is largely dependent on others through contract to provide
power and transmit that power .... " Does Mr. Taylor believe that UNS
Electric owning and operating the Black Mountain Generating Station
("BMGS") can provide enhanced reliability benefits over contracting for
power? If so, please describe in detail those benefits. Can BMGS provide
benefits to UNS Electric, from an engineering perspective, over UNS
Electric purchasing its power?

RESPONSE: Staff believes that owning and operating the BMGS could provide enhanced
reliability benefits over contracting for power because the generating resource
would be close to the load center. Also, the local generating source would be
utilized to act as a Reliability Must-Run ("RMR") unit in the UNS Electric's
("UNS Electric" or "Utility") load pocket, thus improving the import
capability of the system, a plus &om an engineering perspective.

RES P DNDENT: P ra m Ba hl

WITNE S S : Poem Bah]I I
*Mr. Taylor is no longer with the Commission. Pram Bahl will be adopting Mr. Taylor's
testimony and report in this case. Mr; Bahl has provided the responses to all data requests
dealing with Mr. Taylor's testimony and engineering report in this case.

;

u/V$€~52.



ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET no. E-04204A-06-0783

August 1, 2007

1.3 Does Mr. Taylor for Staff believe that BMGS can provide RMR benefits
and reduce the need for additional transmission in the area? Does Mr.
Taylor believe that BMGS can provide other benefits, ancillary and/or
otherwise, to UNS Electric and its customers? Would BMGS reduce the
need to rely on purchased power and diversify UNS Electric's portfolio?

I
I
I
I RESPONSE: Yes, the BMGS would provide RMR and other benefits such as ancillary

services in the Mohave county area encompassing UNS Electric's service
territory, and reduce the need for additional transmission in the area and the
need to rely on purchased power only to the extent of the peaddng capacity of
the generating plant. Staff believes that BMGS would reduce the need to rely
on purchased power to the extent of UNS Electlic's peak load requirements
relative to the unit capacity, and it would be a beneficial addition to UNS
Electric's existing generation portfolio.

RESPONDENT: Prey Bahl

WITNESS: Pram Bahl



ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET NO. E-04204A-06-0783

August 1, 2007

1.4 Does Mr. Taylor for Staff believe that BMGS will be a more efficient
plant in terms of heat efficiency and use of resources such as natural gas
and water?

RESPONSE : UNS Electric has not provided to Staff any specifica tions of the  plant in terms
of its  hea t e fficiency, othe r than the  fact tha t it is  a  s imple  cycle  combustion
turbine , which is  not as efficient as a  combined cycle  unit.

RES P ONDENT: P ra m Ba hl

r

I

WITNES S : Pram Baht

I



ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC. INC

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET no. E-04204A-06-0783

August 1, 2007

Does Mr. Taylor for Staff believe that - given the customer base growth
rates UNS Electric has experienced additional transmission
distribution and/or generation facilities will be needed to serve the
continued load growth expected for UNS Electric's service territories?

RESPONSE

RESPONDENT: Pram Bahl

WITNESS Prem Baht
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1 Q. Why do you disagree with RUCO's position

The  Compa ny is  propos ing unique  tre a tme nt for BMGS  be ca us e  the  Compa ny is  in a

unique  s itua tion to a cquire  a  90-me ga wa tt fa cility tha t ca n s ignifica ntly improve  its  powe r

portfo lio  a t a  time  whe n  it ne e ds  to  re p la ce  the  e xp iring  P WCC fu ll re qu ire me n ts

purcha s e d powe r a gre e me nt. Ta king a dva nta ge  of this  opportunity re quire s  a  cre a tive

a pproa ch  s o  tha t the  Compa ny a nd cus tome rs  ca n  be ne fit ove r the  long-te nn . It is

importa nt to note  tha t UNS  Ele ctric is  e s se ntia lly s ta rting from scra tch to build a  portfolio

of contracts  and genera ting asse ts  to supply its  load and tha t BMGS is  a  key component in

this  pla n. But RUCO se e ms  willing to dismis s  this  opportunity due  sole ly to pa s t pra ctice

founded in comple te ly diffe rent circumstances . Mr. La rson discusses  the  financia l bene fits

to UNS Electric if its  proposa l rega rding BMGS is  approved, a s  we ll a s  counte ring some  of

RUCO's  a rgume nts . I would like  to  furthe r a ddre s s  RUCO's  prude nce  conce rns  a nd

re la ted party concerns

1 5 Q What are RUCO's prudence and related party concerns

Ms . Dia z Corte z - in he r Dire ct Te s timony on pa ge  7 a t line s  13 though 16 - s ta te s  tha t

[furthe r, the  propos e d tra ns a ction is  a  re la te d pa rty tra ns a ction which re quire s  a  high

le ve l of s crutiny to ins ure  dire  a re  no re la te d pa rty a bus e s , a nd tha t it is  e quiva le nt to a

transaction tha t would happen a t an a rm's  length." La te r in he r Direct Tes timony, a t page

8 a t line s  8  through 10, Ms . Dia z Corte z s ta te s  "[f]u1the r, RUCO ha s  conce rns  tha t

premature  ra te  base  approva l of this  proposed a sse t might a ffect any future  de te rmina tion

of prudence

24 Q. Why are these misplaced concerns

This  case  is  the  correct time  and place  to both de te rmine  the  economic prudence  of BMGS

a nd a lla y a ny conce rns  re la ting to re la te d pa rty tra nsa ctions  be ca use  the  Compa ny mus t

ha ve  the  a bility to a cquire  BMGS . It ca nnot do so without the  Commiss ion a pproving the
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incre a s e  the  Compa ny's  te s t-ye a r OCRB by 43% a nd re quire s  fina ncing tha t would

in c re a s e  th e  Co mp a n y's  te s t ye a r ca p ita liza tio n  b y a p p ro xima te ly 5 0 %. The

Commis s ion 's  re gula tions  a llow for pro forma  a djus tme nts  whe n a ppropria te . The

Company be lieves  tha t such an adjustment is  appropria te  in this  s itua tion.

Used and useful principal.

Upon re ce ipt of the  comple tion re port of BMGS , the  Commis s ion will confirm tha t the

asse t is  used and useful. No one  disputes  tha t the  plant will se rve e xis ting customers once

in commercia l ope ra tion, s ta rting June  1, 2008. The  proposed ra te  reclass ifica tion will not

occur until the  Commiss ion reviews  this  report.

Related party transaction.

UNS  Ele ctric ha s  committe d to a cquiring BMGS at cos t from UEDC. UNS  Ele ctric is

open to a  full a  prudence  review of those  costs  in the  next ra te  case .

Pre-determination of prudence.

The  only "pre -de te nnina tion" be ing s ought by UNS  Ele ctric is  tha t the  a cquis ition of

BMGS  is  in the  public inte re s t. The  fina ncia l a nd ope ra ting be ne fits  a re  summa rize d in

this  te s timony a nd a re  fully a ddre s s e d in my Dire ct Te s timony a nd in Mr. De Concini's

Dire ct Te s timony. The  Commis s ion ma inta ins  its  a uthority to re vie w cons truction cos ts

in its  next ra te  case .

Q- What is RUCO's recommendation?
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In he r Dire ct Te s timony a t pa ge  8 a t line  14 through pa ge  9 a t line  I -. Ms . Dia z Corte z

for RUCO re comme nds  tha t UNS Ele ctric e nte r into a  purcha se d powe r a gre e me nt with

UEDC to a cquire  the  output of BMGS , a nd the n file  a  re que s t for the  a cquis ition of

BMGS in a  ra te  case .

A.
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spe cific re lie f re que s te d. Mr, La rson for UNS Ele ctric provide s  subs ta ntia l e vide nce  a s  to

why the  Company's  proposa l makes  good economic sense . Additiona lly, the  Company has

committe d to limit the  purcha s e  price  to the  a ctua l cos t of cons truction tha t UniS ource

Ene rgy De ve lopme nt Corpora tion ("UEDC") _. a n a ffilia te  of UNS  Ele ctric - incurs . Mos t

importa ntly, UEDC is  de ve loping BMGS  s pe cifica lly for the  ne e ds  of UNS  Ele ctric. The

P a rtie s  ha ve  be e n fre e  a nd a re  s till fre e  to e xplore  a ny conce rns  the y ha ve  .... a nd the

e vide nce  UNS  Ele ctric  put forth  - re ga rding the  cos t-ba s e d purcha s e  price  a nd the

e conomics  o f UNS  E le c tric  a cqu iring  BMGS  re la tive  to  a lte rna tive  powe r s upp ly

a rrangements  in this  proceeding. The  Company a lso agrees  to a llow the  Pa rtie s  to review

and eva lua te  the  prudence  of cons truction cos ts  in the  Company's  next ra te  ca se . But no

P a rty a s s e rts  the  $60 million figure  the  Compa ny re que s ts  is  a n ove r e s tima tion of

cons truction cos ts . Because  the  Company is  limiting its  pos t-te s t-yea r adjus tment reques t

to $60 million in this  ra te  ca s e , a nd be ca us e  this  va lue  re pre s e nts  the  minimum cos t

e s tima te  for BMGS , it is  e xtre me ly unlike ly tha t a  s ubs e que nt cons truction cos t re vie w

would re sult in a  prudent project cos t lower than $60 million.

Q. Will a short-term PPA, as recommended by RUCO, provide an acceptable solution to
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UNS  Ele c tric?

No. A s hort-te rm P P A is  a  s hort-s ighte d s olution. Firs t, the re  a re  diffe re nce s  in P P A a nd

owne rs hip cos t s tructure s . P P As  a re  typica lly de s igne d with e s ca la tors  in the  ca pa city

charges  s o tha t cos ts  a re  lower a t the  beginning but increas e  over time . On the  othe r hand,

ra te  ba s e  tre a tme nt ca us e s  the  fixe d cos t re cove ry to  de c line  ove r time . Mr. La rs on

expla ined this  trea tment in his  Direct Tes timony a t pages  13 through 14, and in his  Exhibit

KP L-3. If the  s hort-te rm ca pa city ma rke t is  lowe r tha n the  e a rly ye a r ra te -ba s e  cos t of

BMGS , the n the  Compa ny would los e  this  diffe re nce  with no cha nce  to re cove r it once

BMGS  wa s  put in to  ra te s  a t lowe r cos t a  fe w ye a rs  la te r. Conve rs e ly, if s hort-te rm

4
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But

A. I'm sorry. What page?

Q. Page 12, Line 13.

A. Yes, I see it.

Q. Now, can you explain what that statement means,

at cost? I think there are two different ways to

interpret that.

First of all, is there a contract, a formal

written agreement between these two companies for the

transfer of that facility?

A. I don't believe there is at this time, no.

as the language indicates, even though there's no

contract, the company intends -- the whole reason that the

asset is being built at UED is to provide a generation

asset that can ultimately be acquired by UNS Electric, and

we intend to transfer it at cost. There's no markup or

any additional dollars that are going to be picked up by

Uri source Energy Development.

Q. Okay. Now, there's a contingency I want to ask

you about. Suppose that down the line the Black Mountain

facility is fully constructed and someone else in the

market needs a generation facility and they were willing

to pay a premium on that facility from UEDC.

Wouldn't it be imprudent for UEDC not to sell

that at a profit as opposed to doing an at-cost

transaction with an affiliate?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

I
I
I

UNS Electric/ Rates
E-04204A-06-0783

9/11/2007
Vol. II

Arizona Reporting Service, Inc.
Court Reporting & Videoconferencing Center

sos

www.az-reporting.com (602) 274-9944
Phoenix, Az



Page 194
1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. I wouldn't see that as being imprudent. Again,

the focus of this whole development of this project is to

support UNS Electric and its customers. I mean, to the

extent that we don't get rate treatment, rate relief that

we've asked for through this proceeding, yes, we may have

to take some alternative path. But again, our intention

is to transfer this asset into UNS Electric.

Q- But you have said that a lot of the funding for

this project to UEDC comes from your parent company;

correct?

A. That's correct.

Q. And wouldn't the parent company have an

obligation to its shareholders to maximize the profit from

that Black Mountain station?

A. I think that the decision is more than just maybe

the immediate profit. We need to -- UniSource Energy

Development Corporation has two primary subsidiaries, or

actually three primary subsidiaries, one being Tucson

Electric Power Company, one being UniSource Energy

Electric, and one being UniSource Energy -- or I'm

sorry ~- UniSource, UES -- or UNS Gas Company. And these

are regulated operating companies, and they're in the

business of supporting those businesses. And so that

would be, again, the reason why we're focused on getting

that investment into UNS Electric.
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In our experience with these types of agreements

in the past, you know, we've -- actually, almost every

time we've had an incentive, a negative incentive on, you

know, past a certain date, the suppliers tend to come in

on time or early. Again, I can look. If you would like

me to, I could look up the date we signed the agreement,

but the end date is when all of the duties that they're

contracted to complete are done.

Q. Let me ask you this. If the Commission were to

approve this contract, hypothetically, really what in

essence that would mean would be shifting the financial

risk to the ratepayers.

If that were to occur, would the company be

willing to give back to the ratepayers the penalties if,

in fact, the end date was beyond the date that the company

is expecting this to be completed?

A. Sure. I mean, I think our position has always

been we'll transfer this asset at cost. If that cost is

lower because it's later, great, that's all the better.

Q. Okay. And the other -- the contract with the

Wood Group is expected to be or is $47 million; is that

correct?

A. Yeah. There's -- it's in that vicinity.

originally roughly $47 million. I think there's been some
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Q. But if that option to sell at the premium were to

arise, isn't that something that the parent company would

have to seriously consider?

A. I think that we would seriously consider it to

the extent that we didn't get rate treatment as we've

requested through this proceeding.

Q. Now, the company has asked that this facility be

placed into rate base in this proceeding; correct?

A. Yes, post test year adjustment.

Q. Now, if that were to happen, and then another

company came along and paid a premium above and the

company made the decision to sell Black Mountain to

another company, wouldn't they create a situation where

the facility was still on the books in rate base earning a

return but had been sold off to someone else at a premium?

A. I'm sorry. Can you restate the question?

Q. I'll move on from that question, actually.

You have stated that UNS Electric is committed to

buying this facility at cost. And what I wanted to ask

you was what happens if the project under UEDC has cost

overruns? For example, suppose the f facility costs

70 million in the end.

Is UNS still planning on paying exactly that

70 million regardless of the expense involved?

A. Yes. Again, the intention would be to transfer

UNS Electric/ Rates
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turnkey contract that UED has currently right now.

that --

A. Wood Group is actually the contractor that's

supplying the -- that's going to build the unit under the

turnkey agreement.

Q. And let me ask you, the contractor is going to

build the unit whether or not the Commission approves of

this or not, the transfer; correct?

A. Yes.

Q. Okay. So regardless of which way the Commission

decides, UED is still going to build a generation station;

correct?

A. Yeah. I mean, it's possible that we could back

out, but we're fairly invested in this at this point, so I

think it's unlikely that we would stop construction.

Q. Okay.

A. The only reason we might do that is if we just

felt like the best outcome for us would be just to stop

the construction and sell the turbines to a third party.

Q. And if the Commission were not to approve the

transfer now, it is not out of the realm of possibility

that UNS Electric will attempt to purchase the assets or

the generation station in the future; correct?

A. That's possible. I think we'll have to weigh all

of our options in terms of whether we sell it into the
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wholesale market or do something more drastic, as I

suggested, in terms of parting it out, or we hold it for

some period to continue to try and seek the benefits that

we think it provides to UNS Electric.

Q. Has UNS Electric or UniSource considered the

possibility that the Commission wouldn't approve this

transaction at this point?

A. Have we considered it? Sure, we've considered

it.
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Q. And what is the game plan if the Commission

weren't to approve it at this point?

A. Yeah. Honestly, somewhat we're in reactionary

mode. Again, I think Mr. Larson talked about this, but

you know, we, based on the needs of UniSource Electric,

saw a need for the asset. You know, we bought an asset

that's in our view at least $10 million less than

replacement cost and we're putting it in service.

Our belief in doing that was that we could work

out something with the Commission to make the benefit of

that asset go to UniSource Electric customers. And again,

that's the reason we did it.

And, you know, I think we understood there were

some complications with precedents and whatnot, but again,

we believe the asset makes sense for the customers on a

long-term basis and, you know, I guess we had faith that
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we could work something out. If we don't, I think we'll

look at our other options. At this point we haven't

significantly looked at re-marketing the asset or doing

something else with it.

Q. So one of the possibilities that you have

discussed is selling the asset on the market. What would

be some of the other possibilities that the company would

consider?

A. Let me see if I can ask you a question and see if

I'm -- I guess I see three options. We either put it into

UNS Electric today or we facilitate that. I'll call that

one option. The second option would be we sell it into

the wholesale market or we sell the asset as it sits to a

third party. The third would be we part it out.

So I guess what I wasn't sure of is that first

option as I proposed, whether that was -- would you see

that as one option in your question, or are you asking me

for how we might -- to the extent that we were going to

keep it for the benefit of UniSource Electric customers,

how might we otherwise do that?

Q. That's what I'm getting at.

A. You know, we've thought about it, and I think our

preference is to move it into UniSource Electric and to go

with the proposal that we've made in the case.

There's certainly other ways that it may work.

I
|
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think we would prefer, again, to move the asset into

UniSource Electric before the time it goes into service to

avoid some of these other FERC issues, although we still

have time as we sit today to deal with those.

Is there -- I can't tell you that the power sale

proposal that I think RUCO made is entirely out of the

question. I mean, there may be a way to work with that

Our preference, though, is to put the asset in and recover

it as we have proposed in the base charge or the T&D

charge effectively.

Q. The contractor that you currently have, the Wood

Group, I asked this question and I think this was punted

to you yesterday, but let me - there was a couple of them

on this specific contract Again, this isn't a legal

question.

A. Sure.

Q. But with most contracts there's usually a

beginning and an end date. Are you aware of the beginning

and the end date in this particular contract?

A. I don't know. I think I have a copy. I could

look to see when it was signed. As opposed to an end

date, we have a date at which the unit is supposed to be

complete, and that's kind of April 30th, May 1. If they

go beyond that date, they actually incur some penalties.

So they're incentivized to have the unit in service by

UNS Electric/ Rates
E-04204A-06-0783

9/11/2007
Vo l. II

3

4*
' e

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Arizona Reporting Service, Inc.
Court Reporting & Videoconferencing Center

Www.az'l'€pol'tif\Q.col"l"l (602) 274-9944
Phoenix, AZ

I II ill I

ii



Page 309
1 May 1.

2

3

4

5

6

7

8

In our experience with these types of agreements

in the past, you know, we've -- actually, almost every

time we've had an incentive, a negative incentive on, you

know, past a certain date, the suppliers tend to come in

on time or early. Again, I can look. If you would like

me to, I could look up the date we signed the agreement,

but the end date is when all of the duties that they're

9

10 Q.
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19

contracted to complete are done.

Let me ask you this. If the Commission were to

approve this contract, hypothetically, really what in

essence that would mean would be shifting the financial

risk to the ratepayers.

If that were to occur, would the company be

willing to give back to the ratepayers the penalties if,

in fact, the end date was beyond the date that the company

is expecting this to be completed?

A. I mean, I think our position has always

been we'll transfer this asset at cost If that cost is

20

21

22

lower because it's later, great, that's all the better.

Q. Okay. And the other -- the contract with the

Wood Group is expected to be or is $47 million; is that

23 correct?

24 Yeah.A. It was

25

There's -- it's in that vicinity.

originally roughly $47 million. I think there's been some
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1 Q Are the costs of this new facility reasonably known at this time?

Ye s , the y a re . The  turnke y cons truction contra ct re ce ntly s igne d by UEDC is  a  fixe d

price  contra ct to ta ling $46 million . The  a dditiona l cos ts  of pe rmitting, ma king s ite

improve me nts , obta ining wa te r s upply, conne cting to a  ne a rby ga s  pipe line , ma king

subs ta tion improvements , providing project supe rvis ion and paying inte re s t on borrowed

funds  during cons truction a re  e s tima te d a t $14 million to $19 million. Be ca us e  the s e

additiona l cos ts  a re  not known with ce rta inty, the  Company's  proposed adjus tment to ra te

ba s e  re fle cts  the  minimum cos t e s tima te  of $60 million. If a ctua l proje ct cos ts  e xce e d

this  a mount, UNS  Ele ctric will not s e e k ra te  ba se  tre a tme nt of a ny cos t diffe re nce  until

the  Company's  next general ra te  case

12 Q Will UNS Electric provide additional information to the Commission prior to

implementing the proposed rate reclassification?

Ye s . Following the  purcha s e  of the  proje ct by UNS  Ele ctric, a nd upon comme rcia l

ope ra tion  of d ie  fa cility, the  Compa ny will p rovide  the  Commis s ion  with  a  pro je ct

comple tion re port de ta iling the  cos t of comple tion a nd the  re s ults  of pre -comme rcia l

te s ting. Thirty da ys  a fte r this  re port ha s  be e n file d, or on J une  l, 2008 if the  proje ct is

co mp le te d  p rio r to  Ma y 1 ,  2 0 0 8 ,  th e  Co mp a n y wo u ld  th e n  imp le me n t th e  ra te

reclass ifica tion described above

21 Q Has UNS Electric considered other alternatives for recognizing the BMGS in rates?

Ye s . we  ha ve . Howe ve r. none  of the  a lte rna tive s  e xa mine d would e na ble  UNS  Ele ctric

to ra is e  the  ca pita l ne ce s s a ry to purcha s e  this  fa cility. Although de fe rre d a ccounting

trea tment would protect the  Company's  ea rnings  until a  new ra te  case  could be  filed and

proce s se d, UNS  Ele ctric's  ca sh flow would be  insufficie nt to support a n a dditiona l $60

million to  $65 million of ca pita l during the  cos t de fe rra l pe riod. The  Compa ny a ls o

cons ide re d a s king for a  lowe r a mount to be  pla ce d into ra te  ba s e , a nd de fe rring the
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incre a s e  the  Compa ny's  te s t-ye a r OCRB by 43% a nd re quire s  fina ncing tha t would

in c re a s e  th e  Co mp a n y's  te s t ye a r ca p ita liza tio n  b y a p p ro xima te ly 5 0 %. The

Commis s ion's  re gula tions  a llow for pro Ronna  a djus tme nts  whe n a ppropria te . The

Company be lieves  tha t such an adjustment is  appropria te  in this  s itua tion.

Us e d  a n d  u s e fu l p rin c ip a l.

Upon re ce ipt of the  comple tion re port of BMGS , the  Commis s ion will confirm tha t the

asse t is  used and useful. No one  disputes  tha t the  plant will se rve e xis ting customers once

in commercia l opera tion, s ta rting June  1, 2008. The  proposed ra te  reclass ifica tion will not

occur until the  Commiss ion reviews  this  report.

Related party transaction.

UNS  Ele ctric ha s  committe d to a cquiring BMGS  a t cos t from UEDC. UNS  Ele ctric is

open to a  iilll a  prudence  review of those  costs  in the  next ra te  case .

Pre-determination of prudence.

The  on ly "p re -de te rm ina tion" be ing  s ough t by UNS  E le c tric  is  tha t the  a c qu is ition  o f

BMGS  is  in  the  public  in te re s t.  The  fina nc ia l a nd ope ra ting  be ne fits  a re  s um m a rize d  in

th is  te s tim ony a nd  a re  fu lly a ddre s s e d  in  m y Dire c t Te s tim ony a nd  in  Mr.  De Conc in i's

Dire c t Te s tim ony.  The  Com m is s ion  m a inta ins  its  a u thority to  re vie w cons truc tion  cos ts

in its  ne xt ra te  ca se .

Q- What is RUCO's recommendation?
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In he r Dire ct Te s timony a t pa ge  8 a t line  14 through pa ge  9 a t line  1 - Ms . Dia z Corte z

for RUCO re comme nds  tha t UNS Ele ctric e nte r into a  purcha se d powe r a gre e me nt with

UEDC to a cquire  the  output of BMGS , a nd the n file  a  re que s t for the  a cquis ition of

BMGS in a  ra te  case . `
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Q- Are the costs of this new facility reasonably known at this time?

A. Ye s , the y a re . The  turnke y cons truction contra ct re ce ntly s igne d by UEDC is  a  fixe d

price  contra ct to ta ling $46 million. The  a dditiona l cos ts  of pe nnitting, ma king s ite

improve me nts , obta ining wa te r s upply, conne cting to a  ne a rby ga s  pipe line , ma king

subs ta tion improvements , providing project supe rvis ion and paying inte re s t on borrowed

funds  during cons truction a re  e s tima te d a t $14 million to $19 million. Be ca us e  the s e

additiona l cos ts  a re  not known with ce rta inty, the  Company's  proposed adjus tment to ra te

ba s e  re fle cts  the  minimum cos t e s tima te  of $60 million. If a ctua l proje ct cos ts  e xce e d

this  a mount, UNS  Ele ctric will not s e e k ra te  ba se  tre a tme nt of a ny cos t diffe re nce  until

the  Company's  next genera l ra te  case .

Q~ Will UNS  Ele c tr ic  p ro vid e  a d d it io n a l in fo rm a tio n  to  th e  Co m m is s io n  p r io r  to

implementing the  propos ed ra te  rec las s ifica tion?

Ye s . Following the  purcha s e  of the  proje ct by UNS  Ele ctric, a nd upon comme rcia l

ope ra tion  of the  fa cility, the  Compa ny will p rovide  the  Commis s ion  with  a  pro je ct

comple tion re port de ta iling the  cos t of comple tion a nd the  re s ults  of pre -comme rcia l

te s ting. Thirty da ys  a fte r this  re port ha s  be e n tile d, or on J une  1, 2008 if the  proje ct is

c o mp le te d  p rio r to  Ma y 1 ,  2 0 0 8 ,  th e  Co mp a n y wo u ld  th e n  imp le me n t th e  ra te

reclass ifica tion described above .
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Q . Has UNS Electric considered ether alternatives for recognizing the BMGS in rates?

Ye s , we  ha ve . Howe ve r, none  of the  a lte rna tive s  e xa mine d would e na ble  UNS  Ele ctric

to ra is e  the  ca pita l ne ce s s a ry to purcha s e  this  fa cility. Although de fe rre d a ccounting

trea tment would protect the  Company's  ea rnings  until a  new ra te  case  could be  filed and

proce s se d, UNS  Ele ctric's  ca sh flow would be  insufficie nt to support a n a dditiona l $60

million to  $65 million of ca pita l during the  cos t de fe rra l pe riod. The  Compa ny a ls o

cons ide re d a s king for a  lowe r a mount to be  pla ce d into ra te  ba s e , a nd de fe rring the

A.

A.
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Mountain was still a prudent investment?

A. Again, we're -- we think we're acquiring this

asset at a very attractive price. Mr. DeConcini can go

into more detail regarding that, but we think $60 to

$65 million for 90 megawatts of peaking capacity is a very

good price. And the whole objective that we acquire this

asset is to ultimately transfer it into UNS Electric.

Yes, there might be some market fluctuations between now

and then, but our intention is to transfer it into UNS

Electric.

Q. And again, you have said that 60 to 65 million is

a really good price for this amount of generation. But

again, you don't know for sure whether that's the final

cost or the final price tag on this facility as we sit

here today, do you?

A. In terms of a known and measurable amount, what

we're asking is $60 million, and I think that's going to

be the minimum that we pay for this asset is $60 million.

And we have already signed a turnkey contract for

$47 million. That's already a done deal. So 47 million

of 60 million represents probably 80 percent.

And you're going to have some interest during

construction. You're going to have site prep. I think

Mr DeConcini can go into more detail behind the

confidence we have in this $60 million as a known and

I
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addendums to it where we've added scope to their contract,

so the number is subject to change if we change their

scope of work. But 47 is a good ballpark number for now.

Q. And does that include -- is that the turbines?

The 47 million, is that what most of that is?

A. You know, the turbines we paid, I think,

$17 million for. So that's 40 percent roughly of that
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money.

Q- And what is the other 60 percent roughly?

A. Well, there's a lot of different parts in there.

You know, they transported the units for us. They have

done some modifications to bring them up to specifications

of a brand new unit.

I'm not sure this has been asked before, but

these units have never been in service. They were bought

and left in the box for about three to four years before

we bought them.

So it's, you know, transport, and then a lot of

site costs. They're building foundations and ancillary

facilities. I can get you a better itemization. I don't

have one. I don't think we've given one in response to a

data request. But about 40 percent are the hard

facilities. I don't know what -- I would be guessing to

tell you what transport and some of that was. But, you

know, if necessary, we can provide a more itemized showing
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that into rate base, it's not going to be financially

viable to transfer that asset to UNS Electric; is that

correct?

A. Not at that point in time, and I guess we would

look at other alternatives. Maybe there would be a

long-term purchased power agreement for it or a short-term

purchased power agreement. UED would bid into the power

requirements that UNS Electric has.

Q. But the asset would stay with UED?

A. Yes.

Q- And so then the maintenance costs, financing and

all of that would remain UED's problem and not UNS

Electric's problem; correct?

A. That is true. I mean, it's actually a good

point, because we're doing -- you know, we think we're

doing the right thing. We're trying to protect UNS

Electric before we put that asset into UNS Electric.

in the interim, the parent company UniSource Energy

Corporation through its subsidiary, UED is essentially

taking the financial risk of that asset.

Q- So from what I have understood, you have

indicated that the reason that UNS Electric has not made

other arrangements to account for the remaining megawatts

of power that it needs to fill the gap under this PPA

that's about to expire is that there's a sufficient time
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Page 220

l

2

3

4

No.A.5

Q.

A.

6

7 I'm not sure.

ALJ WOLFE:

numbers we're providing.

Q. Right. And you said seven or eight months from

completion date. But as it stands right now, construction

hasn't even begun; correct?

Construction has begun, yes.

How far along is the construction?

Ask Mr. DeConcini.

Mr. Torrey, are you finished with

this issue?

I am.MR. TORREY:

8

9

10

ALJ WOLFE: I'm going to go ahead and ask some

questions that I have on this issue then. If you want to

pass things out while I'm doing that, you're welcome to,

or if you want to wait.

EXAMINATION

11

12

13

14

15

16

ThanksQ.

17

18

19

20

21

22

23

24

25

(BY ALJ WOLFE) Good morning, Mr. Larson.

for coming back again today. Aren't you glad we left

early yesterday?

So it appears in your testimony that there's a

business plan for UNS Electric to transition from a

transmission and distribution company solely to a

generation, transmission and distribution company; is that

correct?

UNS Electric/ Rates
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Is1 turnkey contract that UED has currently right now.

2 that

A.3

4

5

6

7

Wood Group is actually the contractor that's

supplying the -- that's going to build the unit under the

turnkey agreement.

Q. And let me ask you, the contractor is going to

build the unit whether or not the Commission approves of

8 this or not, the transfer; correct?

1YesA.9

10

11

Q. Okay. So regardless of which way the Commission

decides, UED is still going to build a generation station;

correct°1 2

A. Yeah.13

14

15

I mean, it's possible that we could back

out, but we're f fairly invested in this at this point, so I

think it's unlikely that we would stop construction.

»16 Okay0 .

A.17

18

19

20

The only reason we might do that is if we just

felt like the best outcome for us would be just to stop

the construction and sell the turbines to a third par ty.

And if the Commission were not to approve the

21

22

23

24

Q.

transfer now, it is not out of the realm of possibility

that UNS Electric will attempt to purchase the assets or

the generation station in the future; correct?

A.

25

That's possible. I think we'll have to weigh all

of our options in terms of whether we sell it into the
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1

2

think we would prefer, again, to move the asset into

UniSource Electric before the time it goes into service to

3

4

avoid some of these other FERC issues, although we still

have time as we sit today to deal with those.

5

6

7

8

9

10

ll

12

13

14

Is there -- I can't tell you that the power sale

proposal that I think RUCO made is entirely out of the

question. I mean, there may be a way to work with that.

Our preference, though, is to put the asset in and recover

it as we have proposed in the base charge or the T&D

charge effectively.

Q. The contractor that you currently have, the Wood

Group, I asked this question and I think this was punted

to you yesterday, but let me -- there was a couple of them

on this specific contract. Again, this isn't a legal

u15 question

1SureA.16

17

18

19

I couldI don't know.A.20

21

22

23 If they

24

25

Q- But with most contracts there's usually a

beginning and an end date. Are you aware of the beginning

and the end date in this particular contract?

I think I have a copy.

look to see when it was signed. As opposed to an end

date, we have a date at which the unit is supposed to be

complete, and that's kind of April 30th, May 1

go beyond that date, they actually incur some penalties.

So they're incentivized to have the unit in service by
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1 May 1

2

3

4

5

6

7

8

In our experience with these types of agreements

in the past, you know, we've -- actually, almost every

time we've had an incentive, a negative incentive on, you

know, past a certain date, the suppliers tend to come in

on time or early. Again, I can look. If you would like

me to, I could look up the date we signed the agreement,

but the end date is when all of the duties that they're

g

u10 Q

11

12

13

14

15

16

Sure u

17

18

contracted to complete are done.

Let me ask you this. If the Commission were to

approve this contract, hypothetically, really what in

essence that would mean would be shifting the financial

risk to the ratepayers.

If that were to occur, would the company be

willing to give back to the ratepayers the penalties if,

in f act, the end date was beyond the date that the company

is expecting this to be completed?

A. I mean, I think our position has always

been we'll transfer this asset at cost. If that cost is19

20

21

22

lower because it's later, great, that's all the better.

Q. Okay. And the other -- the contract with the

Wood Group is expected to be or is $47 million; is that

correct?23

It was¢YeahA.24

25

There's -- it's in that vicinity.

originally roughly $47 million. I think there's been some
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1

2

3 A.

4

5 occur •

6

not going to be -- it's not expected to be in commercial

operation until May or June of 2008; correct?

It's expected to be in service in April or May,

and I think there's a very high probability that will

This is the third aeroderivative Tri-P (phonetic)

unit that we've put in either at TEP or at UNS Electric.

7 You are

8 So the risk

9 We

10

ll

12

You know, they're kind of a generator in a box.

really building the f abilities around then.

time frame and the risk of construction is very low.

believe they will be in service by mid-April to mid-may.

Q. But you would agree with me that that is well

beyond the end of the test year in this rate case;

cQrr@ct913

YesA.14 I

15

16

Q. And that the plant would not qualify even for an

exception to the inclusion of CWIP in rate base because at

17

18

A.19

20

21

22 It's an asset that we think

this point in time you have minimal, if any, costs that

have been incurred by UNSE to date; correct?

We have significant costs that have been incurred

by UED to the extent that they were to transfer it over.

Again, this is -- I think we realized it isn't with some

of your historic precedent.

23

24

is very advantageous cost-wise and necessary for UNS

Electric over the long-term.

25

So we put our shareholders

at risk, like I said earlier, hoping that we could work
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incre a s e  the  Compa ny's  te s t-ye a r OCRB by 43% a nd re quire s  fina ncing tha t would

in c re a s e  th e  Co mp a n y's  te s t ye a r ca p ita liza tio n  b y a p p ro xima te ly 5 0 %.

Commis s ion's  re gula tions  a llow for pro forma  a djus tme nts  whe n a ppropria te . The

Company be lieves  tha t such an adjustment is  appropria te  in this  s itua tion

The

Used and useful principal

Upon re ce ipt of the  comple tion re port of BMGS , the  Commis s ion will confirm tha t the

asse t is  used and useful. No one  disputes  tha t the  plant will se rve e xis ting customers once

in commercia l opera tion, s ta rting June  1, 2008. The  proposed ra te  reclass ifica tion will not

occur until the  Commiss ion reviews  this  report

Related party transaction

UNS  Ele ctric ha s  committe d to a cquiring BMGS at cos t from UEDC. UNS  Ele ctric  is

open to a  full a  prudence review of those  costs  in the  next ra te  case

Pre-determination of prudence

The  only "pre -de te rmina tion" be ing s ought by UNS  Ele ctric is  tha t the  a cquis ition of

BMGS  is  in the  public inte re s t. The  fina ncia l a nd ope ra ting be ne fits  a re  summa rize d in

this  te s timony a nd a re  fully a ddre s s e d in my Dire ct Te s timony a nd in Mr. De Concini's

Dire ct Te s timony. The  Commiss ion ma inta ins  its  a uthority to re vie w cons truction cos ts

in its  next ra te case

23 Q What is RUCO's recommendation"

In he r Dire ct Te s timony a t pa ge  8 a t line  14 through pa ge  9 a t line  1 .- Ms . Dia z Corte z

for RUCO recommends  tha t UNS Electric ente r into a  purchased power agreement with

UEDC to a cquire  the  output of BMGS , a nd the n file  a  re que s t for the  a cquis ition of

BMGS in a  ra te  case

1 2
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»know the total costs1

I want2

3

4

Q. And that's the total plant cost; right?

to draw a distinction between the plant cost and the

operation and maintenance costs.

¢YesA.5 We would know the total plant cost,

6

7

8

9

Yes.

excluding O&M costs, yes.

Q. But at that point the operation and maintenance

costs will only be an estimate and will not be entirely

known; is that correct?

A.10

ll

1 2

Q. How f at beyond that point will the operation and

maintenance costs be known?

A.13

14

You know, I think these questions again would be

more appropriate for Mr. DeConcini He's a little closer

15 to the generation side of the business than I am.

16 Okay.

17

18

19

Q. The company's proposal for the rate

treatment is a post test year adjustment to the rate base

and the corresponding reclassification of rates effective

June 1, 2008; correct?

Yes.A.20

21

22

23

Q. In your rebuttal at Page 10, it's actually at the

bottom of 10 and 11, you state that the Commission still

has the authority to review the construction costs for

24 prudence in the next rate case; is that correct?

•YesA •25
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1

2

3

4

15 pocket

6

7

8

9

10

»A11

generation, and Staff is aware of some of the -- and

agrees with, I think, the vast majority of the operational

benefits cited by the company for this plant. I mean, it

seems to be in a good location where there's a load

There's a need for peaking capacity in that area.

The fact that the company was able to buy the

turbines at a f fairly attractive price certainly is one

f actor in favor of going ahead and building it.

Q. It is a unique opportunity for UNS Electric

potentially, isn't it?

It seems like it may be a good opportunity for

12 UNS Electric, yes.

And Mr.13 Larson set forth a f fairly detailed

14

15

Q.

analysis of the financial benefits to the company of

ownership versus purchasing power in the market, too,

didn't he?16

u17 A. I think they

18

Mr. Larson presented some numbers

were basically estimates.

19

20

21

22 A.

23

24

•25

Q. And you haven't provided any analysis in your

testimony to dispute the financial benefits set for th in

Mr. Larson's testimony, have you?

You know, I really haven't disputed those, but

apparently the company itself wasn't totally convinced

about the benefits because it's recently gone out with an

And, you know,REP for peaking power in Mohave County
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1

I'm not2

3

4

5

6

7

8

9 Q.

10

the results of that process, which I understand -- I think

the results were supposed to be due September 6.

sure if they've been released to anybody yet, but I would

hope that the results of that RFP process would provide

some additional information that the company would make

available to the par ties, from which we could have a

better idea of whether Black Mountain is really the most

economic option for UNS Electric.

Don't you think it's a prudent and cautious

approach to go out and insure you've got peaking capacity

on the off chance that Black Mountain is not included in11

1 2 UNS Electric?

A.13

14

15

I think -- I'm endorsing the REP process as

probably being a good thing, and hopefully it will show

the results of that will show what else is out there in

16

17

the market, and then it will show whether Black Mountain

is the most economical.

18

If there's something else out

there that someone else is willing to sell the company,

19

20

21

that might be a better deal.

Q. You indicated Staff understands and recognizes

and basically confirms the operational benefits of Black

Mountain for UNS Electric?22

A.23

24

25

It's my understanding that Staff is in large

agreement that Black Mountain would have operational

benefits to the company.

UNS Electric / Rates
E-04204A-06-0783

9/21/2007
Vol. VII

t

Arizona Reporting Service, Inc.
Court Reporting & Videoconferencing Center

www.az-reporting.com (602) 274-9944
Phoenix, AZ



128



Page 949

BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3 DOCKET NO:
E-04204A-06-0783

4

5

6

7

8

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)
)
)

Phoenix, Arizona

September 20, 2007

At:

Date:

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

9

10

11

12

1 3

14

15

1 6 VOLUME VI
(Pages 949 through 1151)

1 7

1 8

19

20

ARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-148121

22 By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489

Prepared for:

23

24

25

UNS Electric/ Rates
E-04204A-06-0783

9/20/2007
Vol. VI

Arizona Reporting Service, Inc.
Court Reporting & Videoconferencing Center

www.az-reporting.com (602) 274-9944
Phoenix, Az



Page 965
1

2

not to allow the post test year adjustment for Black

Mountain; correct?

3 A.

4 PPFAC rate n

5

There would be probably a small change in the

If the company is not allowed to purchase

Black Mountain and does not have a contract for that

6

7

capacity, it would have to go out and buy that capacity.

It would also incur some additional transmission costs and

8 so there would be a different

9

ancillary service costs,

PPFAC rate.

10

At this point in time we don't anticipate

that it would be materially different than what we're

ll showing here.

12

13

14

Q. And Mr. Grant, let me just ask you, in the title

of this it indicates Permian gas at $7.50. why was that

number chosen for this par ticular schedule?

15 A. It's indicative of the forward price of gas out

16 1in that time frame

1 7 That's the current, at best, estimate of what you

18

Q.

think it might be?

19 A. Yes. It's a representative price of gas out in

20 Ithat time frame

21 Please continue.

22

Q .

A. Continuing on that column, before rate

23

24

25

same Okay.

reclassification you can see, since the post test year

adjustment has not hit yet, the delivery charge is the

You have the same base rate for fuel and purchased
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Direct Testimony of Jerry D. Anderson
Docket No. E-04204A-06-0783
Page 19

I Q How many dollars have been collected by UNS Electric for renewables?

During the test year, $538,502 was collected through the EFPS surcharge. Additional

funding in the amount of $5,296 was collected during the test year through the Green

Watts program which is a voluntary supplemental source of funds for renewables

6 Proposed Renewables Cost Recovery

Should renewables programs at UNS Electric continue to be funded through the

EFPS tariff?

Yes. However, Decision No. 63360 had approved the EFPS on an interim basis, on

February 8, 2001, pending true-up in a rate review proceeding in which fair value findings

are determined by the Commission. Since the current proceeding would constitute such a

rate review proceeding, Staff recommends that the EFPS tariff become permanent. In

order to provide more flexibility, however, Staff recommends that the EFPS surcharge

tariff become an adjustor mechanism. The initial amount of this adjustor rate would be

the same as contained in the current EFPS tarif f , including caps. An adjustment

mechanism would allow for future funding changes

The REST rules require each utility to file a tariff within 60 days of the effective date of

the REST rules. The REST rules provide for a utility that has an adjustor mechanism to

file a request to reset its adjustor rates in lieu of the tariff. Such approved adjustor rates

would replace the EFPS surcharge rates in this adjustor mechanism

How would the adjustor mechanism work?

The Company would be able to file an Application for Commission approval to change

the renewables adjustor rate and caps. Each Application would be reviewed by Staff, and



Direct Testimony of JetTy D. Anderson
Docket No. E-04204A-06-0-83
Page 20

S ta ff re comme nda tions  would be  ma de  to the  Commis s ion. The  Com m is s ion would

approve , disapprove , or modify the  Company's  applica tion

If approved, how would the renewables charge under the adjustor mechanism be

as s es s ed to cus tomers

The  re ne wa ble s  s urcha rge  a mount is  curre ntly bille d a s  a  s e pa ra te  line  ite m  on UNS

cus tome rs ' bills . Unde r the  a djus tor me cha nis m, S ta ff re comme nds  the  a mount of the

re ne wa ble s  cha rge  continue  to be  bille d a s  a  se pa ra te  line  ite m on UNS  cus tome r's  bills

The  renewables  cha rge  line  item would be  sepa ra te  and dis tinct from the  DSM charge  line

item which would a lso appea r on customers ' bills

12

2.

3.

S UMMAR Y O F  S TAF F  R E C O MME NDATIO NS

Pleas e  s ummarize  your recommendations

S taff recommendations a re  as follows

l . S ta ff re com m e nds  tha t the  LIW progra m  be  m ove d  in to  UNS  E le c tric 's  DS M

portfolio plan as  a  DSM program and tha t it be  funded as  a  DSM program

S ta ff re com m e nds  tha t the  Em e rge ncy Bill As s is ta nce  com pone nt of the  LIW

progra m not be  include d a s  pa rt of tha t progra m if LIW is  re -ca te gorize d a s  DS M

and tha t Emergency Bill Assis tance  not be  funded with DS M funds

S ta ff re com m e nds  tha t UNS  Ele c tric 's  TOU pric ing pla ns  not be  cons ide re d a s

DS M. and tha t these  activitie s  not be  funded with DS M funds

S ta ff re comme nds  tha t UNS  Ele ctric  dis continue  re cove ry of its  DS M cos ts  from

base  ra tes , and tha t it be  a llowed to recover its  prudently incurred costs  in connection

with Com m is s ion-a pprove d DS M a ctivitie s  through a  s e pa ra te  DS M a djus tm e nt

mechanism, and tha t such a  mechanism should be  established in this proceeding

4.
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a nd 19 through 22 - s ta te s  tha t "[the  Compa ny's ] propos a l is  contra ry to ne a rly e ve ry

ra te -ma king principa l to which Arizona  a dhe re s . It viola te s  the  known a nd me a s ura ble

principa l, the  matching principa l, the  his torica l te s t yea r principa l, and the  used and use ful

principa l. The  propos a l a ls o would circumve nt the  highe r le ve l of s crutiny typica lly

a fforde d re la te d pa rty tra ns a ctions  a nd, in la rge  pa rt, pre -de te rmine  pe nde ncy." We

be lieve  the  present facts  and practica l circumstances  described in our proposa l jus tify the

Compa ny's  pos ition.

Q. Please address each of RUCO's concerns.

I will address each of RUCO's theoretical concerns individually.

1

2

3

4

5

6

7

8

9

10

11

12

13

1 4

15

16

17

18

19

2 0

21

22

2 3

2 4

25

26

27

Known and measurable principal.

The  cos ts  of BMGS will be  known prior to the  ra te  re cla ss ifica tion. As  s ta te d a bove , the

Company's  proposed adjus tment to ra te  ba se  re flects  the  minimum cos t e s tima te  of $60

million, we  a re  propos ing a  known a nd re a sona bly me a sura ble  - a nd minima l - cos t. As

of J une  30, 2007, a pproxima te ly $33 million ha d be e n s pe nt on BMGS . Eve n if a ctua l

project cos ts  exceed this  amount, UNS Electric is  not seeking ra te  base  trea tment for any

a dditiona l a mount in this  ca s e , it will wa it until the  Compa ny's  ne xt ge ne ra l ra te  ca s e .

Following the  purchase  of the  project by UNS Electric, and upon commercia l ope ra tion of

the  fa cility, the  Compa ny will provide  the  Commis s ion with a  proje ct comple tion re port

de ta iling the  cos t of comple tion a nd the  re s ults  of pre -comme rcia l te s ting. Thirty da ys

a fte r this  report has  been filed, or on June  l, 2008 if the  project is  comple ted prior to May

1, 2008, the  Compa ny would the n imple me nt the  ra te  re cla s s ifica tion de scribe d a bove .

The  Compa ny is  not propos ing tha t the  pos t-te s t-ye a r a djus tme nt of BMGS  ta ke  e ffe ct

until a fte r the  fa cility is  providing e le ctricity to UNS  Ele ctric's  cus tome rs  (i. e . use d a nd

use ful.) Furthe r, no one  dispute s  tha t the  plant is  going to se rve  exis ting cus tomers  a s  of

J une  1, 2008 be ca us e  tha t is  whe n the  P WCC purcha s e d powe r contra ct e xpire s . In

A.

1 0



addition, the  Commiss ion s till ha s  the  authority to review of cons truction cos ts  to ensure

they are  prudent in the  next ra te  case

Ma tc h in g  p rin c ip a l

The  Company's  ra te  recla ss ifica tion proposa l is  de s igned to e xa ctly ma tch the  timing of

ra te  re cove ry with purcha s e d powe r cos t a voida nce . The  e ffe ct of this  pos t-te s t-ye a r

a djus tme nt is  to a dd a pproxima te ly $10 million to the  Compa ny's  non-fiue l re ve nue

re quire me nt, a s s uming a  $60 million proje ct comple tion cos t. On the  e ffe ctive  da te  of

this  a djus tme nt, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry cha rge  to

cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph, a nd ma ke  a  corre sponding de cre a se  of

0.6 ce nts  pe r kph to the  ba se  powe r supply ra te . If UNS  Ele ctric a cquire s  BMGS , it ca n

re duce  the  ba se  powe r supply ra te  be ca use  the  Compa ny will (1) a void buying up to 90

MW of whole sa le  marke t capacity, (2) have  a  la rge  portion of required ancilla ry se rvices

a nd (3) ha ve  a  s ignifica nt volume  of whole s a le  tra ns mis s ion whe e ling due  to BMGS

loca tion. Aga in , the  p la n t would  s e rve  e xis ting  cus tome rs , pa rticu la rly g ive n  the

e xpira tion of the  P WCC contra ct a t the  e nd of Ma y 2008, BMGS  is  not a  "re ve nue

e nha nce r" to s imply a ddre s s  future  growth a s  RUCO s e e ms  to s ugge s t without a ny

support. So, this  is  a  ca se  whe re  abiding by RUCO's  s trict inte rpre ta tion of the  ma tching

principle  would mean the  Company and its  cus tomers  would miss  out on the  opportunity

to obta in both financia l and opera tiona l benefits  from ra te  bas ing BMGS

Historical test year principal

The  P WCC contra ct, which  curre n tly s upplie s  ne a rly a ll o f UNS  Ele ctric 's  e ne rgy

requirements , did not expire  during the  te s t yea r. The  PWCC contract expires  on May 31

2008 a nd UNS Ele ctric mus t be gin procuring e ne rgy or ge ne ra tion now to supply ne a rly

a ll of its  cus tomers ' ene rgy demand beginning June  l, 2008. UNS Electric does  not have

the  luxury of wa iting  until 2010 for non-fue l cos t re cove ry for a n  a s s e t tha t would

11



1

2

3

4

inc re a s e  the  Compa ny's  te s t-ye a r OCRB by 43% a nd re quire s  fina nc ing tha t would

increase the Co m p a n y's  te s t  ye a r c a p ita liz a tio n  b y a p p ro xim a te ly 5 0 % . The

Commis s ion 's  re gula tions  a llow for pro forma  a djus tme nts  whe n a ppropria te . The

Company be lieves  tha t such an adjus tment is  appropria te  in this  s itua tion.

5

6 Used and useful principal.

7

8

9

10

Upon re ce ipt of the  comple tion re port of BMGS , the  Commis s ion will confirm tha t the

asse t is  used and useful. No one  disputes  tha t the  plant will se rve e xis ting customers once

in commercia l ope ra tion, s ta rting June  1, 2008. The  proposed ra te  reclass ifica tion will not

occur until the  Commiss ion reviews  this  report.

11

12 Related party transaction.

13

14

UNS  Ele ctric ha s  committe d to a cquiring BMGS at cos t from UEDC. UNS  Ele ctric  is

open to a  full a  prudence  review of those  costs  in the  next ra te  case ,

15

16

17

18

19

20

Pre -de te rmina tion  o f p rude nc e .

The  only "pre -de te rmina tion" be ing s ought by UNS  Ele c tric  is  tha t the  a cquis ition of

BMGS  is  in the  public inte re s t. The  fina ncia l a nd ope ra ting be ne fits  a re  s umma rize d in

this  te s timony a nd a re  fully a ddre s s e d in my Dire ct Te s timony a nd in Mr. De Concini's

Dire ct Te s timony. The  Commis s ion ma inta ins  its  a uthority to re vie w cons truction cos ts

in its  next ra te  case .21

22

23 Q. What is RUCO's recommendation?

24

25

26

In he r Dire ct Te s timony a t pa ge  8 a t line  14 through pa ge  9 a t line  1 - Ms . Dia z Corte z

for RUCO re comme nds  tha t UNS Ele ctric e nte r into a  purcha se d powe r a gre e me nt with

UEDC to a cquire  the  output of BMGS , a nd the n file  a  re que s t for the  a cquis ition of

BMGS in a  ra te  case .27

A.

12
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la ngua ge  but wa s  una ble  to find the  Billing S ta te me nt de ta ils  re fe re nce d on pa ge  35 of his

S urre butta l Te s timony .

Q. What is your response to Mr. Magruder's concerns about the Low Income programs.

The  Compa ny dis a gre e s  with Mr. Ma grude r's  s ta te me nt tha t we  ha ve  be e n unre s pons ive  to

Ms .  Mc Ne e ly-Kirwa n 's  re c om m e nda tions .  Mr.  E rdvvurm  propos e d  a  d iffe re n t a pproa c h

fo r  t h e  C AR E S  a n d  Me d ic a l  C AR E S  p r o g r a m s . I  a c c e p t e d  a l l  o f  t h e  o t h e r

re c o m m e n d a tio n s  fo r in c re a s in g  a wa re n e s s  o f lo w in c o m e  p ro g ra m s  in  m y R e b u tta l

Te s tim ony a nd origina lly re com m e nde d the  a doption of a  Wa rm  S pirits  progra m  for UNS

E le c tric  to  m a tc h  UNS  G a s  p ro g ra m  in  m y Dire c t Te s tim o n y. The  Com pa ny ha s  a ls o

a gre e d through Ms . De nis e  S mith's  Re butta l Te s timony to move  $20,000 for bill a s s is ta nce

o u t  o f th e  Lo w In c o m e  W e a th e riz a t io n  P ro g ra m  a n d  in to  th e  p ro p o s e d  W a rm  S p irits

P rogra m .

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Do you agree that the Company has an obligation to provide back up power for

Medical CARES customers?

No, I do not. UNS  Ele ctric  Md<e s  e ve ry e ffort to s upply re lia ble  e le ctric  s e rvice  to a ll of its

cus tom e rs .  We  ca nnot,  howe ve r,  gua ra nte e  uninte rrupte d s e rvice .  The  Com pa ny ha s  the

c a pa b ility o f ta king  ou ta ge  re ports  from  c us tom e rs  on  a  24  hour,  7  da y ba s is . Outa ge

informa tion is  a va ila ble  on a  re cording which is  upda te d re gula rly a s  fa cts  a re  de te rmine d.

Cus tom e rs  tha t a dvis e  us  tha t the y a re  de pe nde nt on  m e dica l e quipm e nt a re  a dvis e d  to

move  to a  diffe re nt loca tion if a n e xte nde d outa ge  will be  a  proble m for the m. We  ha ve  no

wa y o f re lia b ly tra c king  whe re  the s e  c us tom e rs  a re  on  the  s ys te m .  W e  ha ve  no  wa y o f

tra cking  if the  cus tom e r's  m e dica l e qu ipm e nt ha s  a  ba ck-up  ba tte ry s ys te m . Cus tom e rs

with  m e dica l ne e ds  ha ve  the  prim a ry re s pons ibility to  know if powe r in te rruptions  a re  a n

is s ue  a nd to ha ve  s om e  pla n to e ithe r m ove  loca tions  or ha ve  a de qua te  ba ck-up. With a ll

o f th is  s a id ,  the  Com pa ny ha s  be e n  re c ogn iz e d  fo r its  e ffo rts  o f c on ta c ting  e m e rge nc y

A.

A.

6
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life circuit.1

2

3

A.4

Q. I appreciate that. You heard my opening comments

about notification of people on life support equipment?

I stepped out.I'm sorry.

5 Q.

And I was6

7

8

In my opening comments I discussed the CARES-M

program, people on life support equipment.

worried about those that are beyond the CARES-M program

because there are a lot of other people also on life

9

10

ll

12

13

14

15

16

Q.17

18

19

support equipment.

And in view of the safety mission of the company,

would you find it feasible to work with the local first

responders to establish a process so that the local first

responders could physically notify everyone on life

support during an outage event?

A. Cer mainly. I would never operate my system to

put anybody's life in jeopardy.

But if we lose power and we're not notifying

them, and l'm trying to get the communications established

so that could happen, would that be possible for you to

work with the two counties and their sheriffs?20

21 A. Car mainly.

And the different police chiefs, because theyQ.

A.

22

23 Car mainly.

24 all would do this for you if they knew who to

»25

Q.

motif y
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aA.1 I'll work with any of the appropriateCertainly

»2 people

MR. MAGRUDER:3 Thank you.

•ALJ WOLFE:4 Commissioner Mayes

nCOM. MAYES:5

6

7

Thank you, Your Honor

If I could just jump in --

MR. MAGRUDER: Yes, ma'am.

¢
nCOM. MAYES8 Because I thought

9

10

11

real quickly.

your response to the questions about DSM are f fascinating.

You obviously have given this a lot of thought, more

thought than I have ever heard from any other CEO sitting

•12 here

13

14

So what are -- I mean, are you in some sort of

formal process for developing something along the lines of

15

16

17

18

19

20 Why

what you just discussed?

And then the second question is could you

envision seeing a day where utilities would or this

Commission through the utilities would require as a

condition of establishing service to a new house the kind

of demand response circuitry that you just described?

couldn't we do that?21

22 I think the second question is theTHE WITNESS:

I do see that.•easiest23

»24 kickback on this

25

I also -- and I get a certain

I think that you should prescribe

building requirements which exceed our Guarantee Home.
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1

2

3

2.8 Recommend Completing the Citizens-City of Nogales Settlement Agreement

Issues. On 1 June 1999, Citizens and the City of Nogales signed a Settlement Agreement

with articles requiring various forms of compensation and mitigation of damages to the

Citizens customers in Santa Cruz County as result of a Formal Complaint to the Commission

This Citizens-Nogales Agreement was implemented in ACC Decision No. 61793 on 29 June

1999. Some required actions have been completed or have lapsed. This agreement was

ovated to UNS Electric on 11 August 2003. [Ex. M-24 at 36-38, Ex. M-23 at 22-26]

In particular, the funding a four-year, interest free, loans for Santa Cruz County high

school graduates that will be forgiven if the student returns to live and work in the County for

two years. Even through Mr. Pignatelli said seven scholarships have been awarded, my

School Board contacts in Santa Cruz County state NONE have been awarded in compliance

with this agreement. [Ex, M-24 at 37-38, Ex. M-23 at 24] l believe Mr. Pignatelli is mistaken

In this agreement there were several items to improve future electric service and

community participation and public relations. The Company created a Citizens Advisory

Council but held its last meeting in September 2000, just after STEP-Citizens agreed to joint

project for a second transmission line. The ACC Decision included many electric and natural

gas issues that the CAC should be addressing to keep the public informed. Also, the spirit of

some economic development, determine circuit restoration order, and develop a mutually

acceptable service upgrade plan have been overcome by events, without interactions with the

community. [Ex M-23 at 23-26]

Of these, the annual scholarships and re-establishing the CAC remain as open actions

[Ex. M-24 at 37-38, Ex, M-23 at 23-26]

b. Conclusion

This City of Nogales settlement agreement remains partially incomplete and an in-depth

compliance audit should be done by the Commission, in particular, the annual awarding of

scholarship and re-establishing the CAC to keep the public informed

c. Facts and Findings

The City of Nogales-Citizens (UNS Electric) Settlement Agreement is incomplete

2. The required annual scholarship does not appear to have been ever awarded

3. The Citizens Advisory Councif, as a public information forum for the Company, has not

met since September 2003. Several issues in this rate case were indicated as issues to

be decided by the CAC

4. Other Articfes in the City of Nogales-Citizens Settlement Agreement not completed have

been overtaken by events

d. Recommendations for Action in the Final Order

a.

Opening Brief of Marshall Magruder for Docket no. E-04204A~06-0783 of OF November 2007
Page 19 of 30
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And what are the other (non-second transmission line) reliability Improvements in the

Citizens Plan?

Yes, these involved many projects for above ground pole replacements, below ground cable

replacements, power supply improvements, and several substation improvements including

Nogales Tap, SCADA and communications improvements. The Citizens plari extended from

1999 through 2003, with completion of a second transmission line and reliability

improvements by the end of 2003. All were important. Each project directly impacted

customer's reliability.

Were all of these ACC-approved reliability improvements implemented as planned? II
Let us look at each because, as some of these items remain19 completed and others

were completed by Citizens Or UNS Electric. Some are visible, such as utility pole and

underground cable replacements.
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Q.

A.

What is the status of the above ground pole replacements compared to the plan?
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The Citizens plan presented a ground pole replacement plan for each year, from 1999

through 2003 to replace 3,060 poles that "have reached Me end Q their Me cycIe."55 Twenty

different pole replacement projects were approved at a total expenditure of $9,155,000 with

$4,320,000 to be spent in 1999 and $1,265,000 in 2000. In 2001, 2002, and 2003 the

expenditures for pole replacements was level at $1 ,275,000 each year, A "progress to date" in

15 April 1999," shows that 634 poles had been replaced for the estimated 616 as of this

report. Table 5 below shows the plan for replacing these above ground poles." The early

results of this program were impressive, however, when it was known Citizens was "for sale" it

appears this work effort was reduced or stopped.

The important unanswered question in this UNSE Rate case is how many of the 3,080

above-ground utility poles approved by the Commission in the Citizens-ACC Staff Agreement

have been actually replaced? UNSE should have finished these twenty projects by the end of

2003 as shown in Table 5, however, Q not been verified as completed work.

i
i

I

ibid. PDF page 52.
I tried to obtain an update with data requests this docket but was refused so far. In an earlier ACC Docket
No E-01032A.99-0401 without success as I was told to pursue this issue in the "next rate case." Please see
Magruder Testimony of 8 July 2005 in that docket, Appendix E.2, pages 135 to 136 for the utility pole
replacement programs. I know these areas and by observation, many "old" poles remain and the new poles
are obvious, many being metal ones replaced by Citizens are a real improvement and should improve
distribution reliability.
in Citizens Supplemental Plan, PDF pages 26, 41, 43, 45, and 52.

Q.
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Prob.
ID

Pole Replacement
Project

Total
No of
Poles

1999
Est.
No.

Poles
to

date

1899
(5)

2000
(s)

2001
(5)

2002
(5)

2003
($)

1 Nogales Wash area 75 75 26 300,000 0 0 0 0
2 Nogales Westnorth area 75 15 28 90,000 30,000 30,000 30,000 30,000

3 Reconductor Mariposa
Industrial Park 75 1 1 90.000 75,000 0 0 0

4 Downtown Southeast 300 60 74 3eo,000 120,000 120,000 120,000 120,000
5 Downtown Northwest 300 60 115 360,000 120,000 120,000 120,000 120,000
6 DowntownSouthwest 500 100 91 474,000 200,000 200,000 200,000 200,000
7 Downtown Northeast 300 60 20 360,000 120,000 120,000 120;000 120,000
8 Beatus Estates 150 0 0 180,000 eo,0oo 60,000 60,000 60,000
g Valle Verde 150 30 106 1ao,ooo eo,000 60,000 60,000 e0,000
10 Chufa Vista 50 2 0 e0,ooo 20,000 20,000 20,000 20,000
11 Activate Cireuit 6242 100 0 0 180,000 60,000 60,000 60,000 e0,000
12 Circuit 6241 .50 10 0 60,000 20,000 20,000 20,000 20,000
13 MeadowHills North 75 15 0 90,000 30,000 30,000 30,000 ao,0oo
14 MeadowHills South 75 15 0 90,000 30,000 30,000 30.000 30,000
15 Transmission Line 20 2 0 320,000 0 o o o
16 Highway 82 250 60 148 275,000 120,000 120,000 120,000 120,000
17 Old Tucson Road 10 10 9 25,000 0 0 o 0

18 Rio Rico Highway
Crossing 0 0 0 126,000 0 0 0 0

19 Rio Rico Industrial Park 25 1 16 100,000 0 0 0 o
20 Flux Canyon area 500 too 0 600,000 200,000 200,000 200,000 200,000

3,080 AtS 634 $4,320,
000

$1 ,265.
000

$1 ,190,
000

$1 ,190,
000

$1,190.
000

Table 5 - Above Ground Pole Replacement Plan. Twenty different ground pole replacement
projects were to be accomplished b/ 31 December 2003 at a cost of $9.155 million.
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Magruder Data Request 3.12 of 29 June 2007 to UNSE requested the detailed

completion status of ACC Order No. 62011 and others that implemented Citizens reliability

improvement projects. This DR has not been answered by the filing date for this testimony.

However, a review of the UNSE response to STF DR 3.118 (and STF DR 2.1) shows

the following are potential correlations of these projects to work accomplished, data for most

projects was not located in STF DR 2.1:

Project § (Downtown Northwest), a "distribution cyst Repl Nog" project expenses was

$6,262,41 and completed on 2 May 2006 and "Line Repl < $10,000 replacement of old

service pole with new service pole @ 544 n. Potrero Ave" expense was $5,847.90,

completed on 14 Nov. 2004, with a budget of $320,000 in 1999 and $120,000 annually for

2000 through 2003. Total expenses of $12,110.31 for two jobs in 2004 and 2006 are minor to

have made any impact on Project 5. They appear unassociated a pole replacement plan.

Proiect Q (Valle Verde), "distribution Syst Repl Nog" project expenses was $1 ,529.12

and $465.43, completed on 12 April 2006 and 1 June 2006, with a budget of$180,000 in

1999 and $60,000 annually from 2000 to 2003. Project 9 specified 150 utility poles would be

replaced. In 1999, 106 were replaced. This appears as an isolated pole replacement project.
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Year
Planned in Santa

Cruz County
Total Actual in
Both Counties

1999 $4,320,000 $11,336,691
2000 $1 ,265,000 $211,055
2001 $1,190,000 $3,113,175
2002 $1 ,190,000 $2,515,741
2003 $1 ,190,000 $1,216,447

I

I

I

:
I
I

Project 15, (Transmission line), an "115kV Line Replacement" project expenses of

$117,768.43 was completed on 31 July 2003. This was a Citizens expense, not UNSE,

based on a completion date before acquisition, A "2003-115kV line transmission" completed

on 30 Nov 2003 for $6,223.21. The project budget was $320,000 in 1999 only. Two of 20

NOG poles were replaced in 1999 but 18 poles remained uncompleted in 1999. These

expenses should be UNSE's. Project 15, with less than 18 poles to replace, in 1999, may

have expended $123,991 .64 of the $320,000 the 1999 budget on two projects completed in

2003, one 4 Citizens and another b_yUNSE. The money and tasks @ not appear Q match.

Project 1§ (Highway 82), a "Line Repl ADOPT-HV\/Y 82 Project, Overhead Line

Relocation" project expenses was $5.074.46, and completed on 31. July 2003, as Citizens

expense, not USNE, based on completion before 11 August 2003. A "Distribution Syst Repl

Nog, ADOT SR-82, Kino Springs" project expenses was $4,420.52, completed on 23 January

2005. Project 16 budget was $275,000 in 1999 and $120,000 annually from 2000 through

2003 with 250 utility OH poles to be replaced. In 1999, 148 had already been replaced. Thus,

Citizens completed $5,074.46 of work in 2003 when $120,000 was scheduled. UNSE

completed $4,420.52 two years after this project should have been completed.

Project Q (Old Tucson Road), three jobs for "Distribution Syst Repl Nog" at 130, 144,

and 190 Old Tucson Road were competed on 1 June 2005. One job for a "Distribution

System Bettr. Nog" at 80 Old Tucson Road was completed 9 June 2006, with total Project 17

costs of $60,993.56 (25,325.60 + 26,749.55 + 7,711 .93 + 1,206.48), with a budget of

$25,000. Project 17 is scheduled only in 1999 and finished in 1999 with 9 of the 10 poles

already replaced by then. No credit recommended for UNSE.

Project Q (Flux Canyon area), for "distribution system Bettr. Nog, Flux Canyon Road,

Patagonia" project costs were $11 ,415.03 and $933.15, completed on 20 Feb 2005 and 1

-June 2005, with a budget at $200,000 per year from 2000 through 2003.

it appears that "poles, fixtures and towers" capital expenses" for both the Mohave

(approximately four times larger than Santa Cruz) and the Santa Cruz Divisions as follows:
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pa Direct Testimony of Ronald E. White on Behalf of UNS Electric, Inc., of 15 December 2006, Exhibit REW-2,
Depreciation Rate Review of 24 November 2006, Schedule B, Account 364.00, Poles, Fixtures, and Towers,
at 31. The Budget (Table 5) exceeded the actual expenditures 2 of 5 years for only 20% of the company.
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P roj.
ID

Underground Cable
Replacement

Project

Total
Feet

1999
Est.
Ft.

Ft. to
date

1999
(S)

2000
($)

2001

(5)

2002
($>

2003
(al

1 Mariposa Manor 7,677 1,ass 0 81,416 S1,416 61,416 61,416 61,416

2 Monte Carlo 12,040 2,4o8 2,454 96,320 9G,320 96,320 96,320 9e,a2o

a Rio Rico Urban 3 28,160 5,632 14,157 225,280 225,280 225,280 225,280 225,280

4 Preston Trailer Park s,eas 727 0 29,064 29,064 29,064 29,064 20,064

5 Tubac Count Club e,9o0 1,380 o 55,200 55,200 55,200 55,200 55,200

s
Tubac Valley County
Club

4,aoo 860 7,290 34,400 34,400 34,400 34,400 34,400

7 Palo parade 15,530 2,1oe 0 108,240 108,240 108,240 108,240 108,240

8 Emf Saddle Estates 8,180 1,636 0 65,440 65,440 65,440 ss,440 65,440

9 Mt. Hopkins 52,800 11,435 0 457,000 422,400 422,400 422,400 422,400

10 Meadow Hills 1s,840 3,158 o 126,720 126,720 126, 720 126, 720 126, 120

11
Canyon Del OroNista
Del Cielo

4,500 900 1,a40 36,000 se,00o 3e,000 36,000 36,000

12 Rio Rico Resort 1,a2a 386 0 14,624 14,624 14,624 14,624 14,624

161,388 32,753 25,741
$1,310,

104
$1,215,

104
$1,275,

104
$1,275,

104
$1,21s,

104

SUMMARY for Pole Replacements

1. The data do NOT support completing ANY Pole Replacement Projects 1 through 20

2. UNSE records claim Citizens expenses before the acquisition

Were all the underground cables replaced as required by the ACc-approved plan?

The Commission approved an underground cable replacement plan from 1999 through 2003

Citizens stated the cable to be replaced had known reliability problems due to being directly

buried Cable (improperly installed) and the old cable was defective with high failure rates

Twelve projects are shown in Table 6 to replace 161 ,388 total feet (over 35 miles) of

underground cable between 1999 and 2003. The budget in 1999 was $1,310,104 and

annually $1 ,275,104 for 2001 , 2002, and 2003 for a total cost of $6,406,520 to replace

defective cables and to improve customer reliability

The underground cable replacement plan required that Rio Rico and Tubac have the

highest priority. A 1999 "progress to date" showed only 25,741 actual feet of cable replaced

in 1999 of the scheduled 32,753 feet. Some of the first cable replacements, in the "Ft. to

date" column, significantly over-ran the planed number of feet when compared to actual

number of feet replaced

Table 6 - Underground Cable Replacement Plan. The 1999 estimates and "to date" actual
installations do not meet the planned number of replacements

Totals

However, a review of the UNSE response to STF DR 3.118 (and STF DR 2.1) shows

the following are potential correlations of these projects to work accomplished, data for most

projects was not located in STF DR 2.1

Citizens Supplemental Plan, PDF pages 26, 42, 43, 45, 52 and 53
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Project 2 (Monte Carlo) "replace URD primary wire @ 455 Baffert Dr.," cost

$10,180.84, completed 13 June 2004. Project 2 annual 5-year budget is $96,320 per year to

replace 12,040 feet. This job appears a single dwelling. It may have been in the project plan

Project Q Q16, (Tubac County Club/Tubac Valley County Club), Over Head to

Underground expense of $236,873.96, completed 16 October 2005. Projects 5 and 6 budget

was $317,320 (145,320+172,000). Since 1999, the Golf Resort has significantly expanded

with over 200 new homes and nine holes on the golf course. This was under construction in

2005, one 13.2kV feeder cable was placed underground in the new golf course area. This is

not the same as the 1999 Citizens' Projects 5 or 6, since hundreds of older homes have had

underground cable for over two decades and appear as the intended recipients of the

replaced underground cable

Project I (Palo Parado), "Remove and replace 1000 ft single phase URD primary

wire@west boundary of Palo Pardo Sub" job cost was $16,924.15 and "Line Repl>$10,000

(Nog) Replace 1000 feet of URD single primary conductor, conduit and TXF @ Palo Prado

Subdivision" job cost was $4,156.57, both completed on 31 July 2003. Project 7 is for a total

of 15,530 feet of underground replacement cable with an annual budget of $108,240. Due to

completion date by Citizens, no credit of $21 ,080.72 should be claimed as UNSE expenses

Project g (Mt. Hopkins), a "Kantor Substation Mt. Hopkins underground replacement

project" job cost $155,440.94, completed on 31 July 2003. Project 9 budget, from Table 3, is

over $2.18 million. This was a Citizens expense, not UNSE, based on the completion date

SUMMARY for Cable Replacements

1. The data do NOT support completing ANY Cable Replacement Projects 1 through 12

2. UNSE records claim Citizens expense as they were before the acquisition

Reeommendation. From the above ground pole and underground cable

replacements, the following expenses were Citizens since they were completed gig; to

UNSE acquisition on it August 2003. These are NOT UNSE expenses and should be

deleted from the rate basis for UNSE

a. Utility Pole Replacements

Project 15
Project 16

$117,768.43
$ 5,074.46

Subtotal
b. Underground Cable Replacements

Project 7
Project 9

$122,842.89

$159,597.51

For both of these pole and cable replacement projects, UNSE rate base should be

decreased by $282,440.41. These projects were completed by Citizens prior to acquisition

$ 4, 156.57
$155,440.94

Subtotal
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d. Based on the above jobs, NO Projects from either Plan appear completed.

e. In my opinion, the ratepayers were "short-changed" by both Citizens and UNSE on

essential projects to improve reliability in the Santa Cruz service area.

As UNSE has refused to respond to data requests associated with these two projects,

I feel it necessary, that until UNSE can produce records that show that

( l ) At least 3,060 above ground poles were replaced as planned since 1999 and

(2) At least $9,155,000 was spent on the pole replacement plan since 1999, and

(3) Al least 161 ,388 feet of defective underground cable has been replaced and

(4) At least $6,406,520 was spend on replacing defective underground cables, then I

recommend the following actions for failure to comply with ACC Orders:

• DELETE $9,155,000 from UNSE Rate base for failure to replace defective OH poles and

• DELETE $6,406,520 from UNSE Rate base for failure to replace defective UG cables,

Q.

A.

What are the Power Demands for Santa Cruz service area?

5

The following Table 7 shows the actual Peak Demand for each year since 1993 and

"forecasts" from organizations that have managed the Santa Cruz service area. Each band of

ten MWs is the same color, so one can see how accurate the "forecasts" to actual peak for

that year. Data for the past two years, 2005 and 2006, based the testimony in these

proceedings have not been consistent, as discussed in the "notes" record the data.sources of

the data. Two forecasts are in these proceedings, one for a 3% annual growth rate and

another for a 6% annual growth rate. During the 1990 to 2000 decade, census data have the

annual growth was 1.7%.6° The latest Arizona Department of Economic Security (ADES)

official population predictions show a growth rate of 2.74% in 2007, 2.47% in 2010, 1.17% in

2015, and 1.06% in 2020 and continually decreasing through 2055 at 0.71%.°1 Since 90% of

the county lives in this service area, it appears the 5% forecast maybe to high and the 3%

growth forecast is still higher than expected, if electrical growth equals to population growth.

The referenced Magruder Testimony explains and accounts for limiting load factors, such as

the 100-year Assured Water Supply (AWS) requirements for the Santa Cruz Active

Management Area require continual water resource sustainment. The County

Comprehensive Management Plan shows that maximum population limit is estimated at

71 ,000,62 with ADES showing 45,545 in 2007.
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Magruder Testimony in ACC Docket No. E-01032A_00-0401. pages 181 to 184 for additional Santa Cruz
service area growth details.
"Santa Cruz County Population Projections 2005-2055, ADES, Research Administration, Population
Statistics Unit, approved by ADES Director on 31 March 2006, found on County and ADES websites.
2004 Santa Cruz County Comprehensive Plan, revised 2005, page 65,
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Direct Testimony of Steve Taylor
Docket No. E-04204A-06-0783
Page 6

so this analysis was not performed. It will however, be a useful tool in future years to track

changes in reliability metrics

Quality of service complaints that were received by the Commission regarding UNS

Electric service reliability were reviewed for the years 2004 through 2007. A total of 32

complaints were examined with most complaints of a general nature related to power

outages and as described in the Report adached as Exhibit ST~l. No unusual patters or

issues were noted in the complaints on File with the Commission

A review of the UNS Electric transmission system was conducted with primary reliance

on the Biennial Transmission Assessment ("BTA"). There are several identified projects

and activities noted in the BTA affecting UNS Electric; however, this information is well

known to UNS Electric and various activities are underway to address these issues

Load growth on the UNS Electric system was reviewed as the growth of an electric system

can impact reliability. UNS Electric is looldng at very high growth rates especially in

some parts of the Mohave service territory which needs to be considered in conjunction

with the capital construction program

The five year capital construction program was reviewed and the expenditures planned

seemed commensurate with a rapidly growing service territory. It should be noted that

Staff is not. implying any specific treatment or recommendation for rate base or rate

malting purposes in any UNS Electric rate filings
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1 Q- In consideration of all the factors then what is StarT's conclusion on UNS Electric

2

3 A.

s upplying  reliab le electric  s ervice?

S ta ff be lieves UNS Electric is  supplying its  customers with re liable  e lectric se rvice .

5

6

Q-

7

8

9

I
I
I
I

10

Are there any considerations that should be noted as part of Staffs conclusion that

UNS Electric is supplying reliable electric service?

There is clearly room for improvement in reliability of any utility electric system. Staff

suggests to UNS Electric that continued improvement of its outage measurement systems,

and a focus on improving outage metrics especially with regard to those associated with

the "Worst Performing Feeders", will serve its customers well and allow UNS Electric the

most effective use of its capital budget associated with outage improvement.11

12

13

14

USED AND USEFUL ASSESSMENT

How did Staff decide which projects should be part of a Used and UsefulQ-

15

16

17

18

19

20

21

22

Assessment?

The initial approach for this assessment was to look at a representative group of projects

placed in service and considered Used and UsefUl during the rate case test year ending

June 30, 2006. The data response b.y UNS Electric to this issue produced a listing too

short to provide a representative sampling, so the period for review was increased to the

36 month period ending June 30, 2006. This .produced a suitable listing of projects to

choose from and ten projects were selected for rew'ew representing different cost classes

(transmission, production, etc.) and equally divided between the Santa Cruz and Mohave

service territories.23

4

A.

A.
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Page 517

n1 Q

A I2

3

4

Can you give me the status of the effort?

I can tell you that we're doing our best to go

away from these pay stations. In fact, I believe now the

Nogales stations are closed and have been for some time.

»5 Q

A.6

How of ten do you update your website?

I can't address that, but we'll be glad to pass

7 The effort,

8

9

that along. I mean, it's a good catch.

though, is we're working with another company to provide

out-of-business office locations for the convenience of

9

10

11

our customers.

reason initially

12

13

14

15

And this, frankly, was set up for that

I mean, we didn't try to send customers

to predatory loan companies. That wasn't the intent, and

I'm sure you know that.

Q. l'm not suggesting that that's exactly your goal

to do that, but you also can see the sensitivity of the

issue?

I'm

16

17 A.

18

Well, I certainly recognize the sensitivity.

just saying that we have attempted to have other pay

stations that were convenient for customers.19 I mean, I

20

21

22

23 longer

24

25

recall years ago dealing with Safeway and First Interstate

Bank, for instance, as an example. For one reason or

another, they decided they didn't want to do that any

So the intent was just to provide another more

than eight hour a day location where customers could make

payments.
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